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Computation of Commissions and Federal Taxes 


WHERE COMMISSIONS ARE BASED UPON PROFITS 
AFTER DEDUCTING TAXES 


By A. vANn Oss 


The computation of commissions and federal taxes is in several 
instances complicated by the necessity of computing the commis- 
sion upon profits after deducting the federal tax. Inasmuch as the 
commission itself is a proper deduction from the gross income, the 
tax can not be computed without determining the commission, and, 
vice versa, the commission can not be computed without knowing 
the amount of the tax. 


In the succeeding pages an attempt is made to explain how a 
procedure can be established and to show the method of dealing 
with several concrete cases under the 1920 tax, as follows: 
Problem I—Commission payable after deducting the entire 

amount of both excess-profits and income taxes. 
II—Commission payable after deducting the entire 


amount of excess-profits tax but before deducting 
the normal income tax, or vice versa. - 


” 


” 


IiI—Commission payable after deducting a portion of 
the federal tax. 

IV—Commission payable on a sliding scale after deduct- 
ing the entire amount of both excess-profits and 
income taxes. 

V—Commission payable after deducting taxes but 
considering the commission itself as a deductible 


expense. 
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In the discussion of the above problems the same hypothetical 
case has been used throughout, viz. : 


Income before deducting taxes and commission... 70,000.00 
Rate of commission, to be applied to profits after 

deducting federal taxes 20% 


Wherever necessary the amount of the income and the rate of 
commission have been modified to cover the particularities of the 
individual case. 

In the treatment of the above problems the principal object has 
been to present a simple solution by means of ordinary arithmetic, 
in each case followed by a proof of its correctness. The first prob- 
lem has been approached from different angles and has been 
treated somewhat elaborately to show the methods by which certain 
fundamental rules and formulz that have been applied throughout 
can be constructed. Inasmuch as in actual practice it is not always 
evident under which bracket the excess-profits tax has to be com- 
puted, a special effort has been made toestablish a procedure where- 
by this can be definitely ascertained in each case by arithmetical 
processes. 

In problem IV, where the commission is payable on a sliding 
scale, this procedure becomes rather complicated and recourse has 
been taken to a very simple algebraic demonstration ; also in the 
treatment of problem V, giving a solution where the commission 
is considered a deductible expense rather than a distribution of 
profit, a simple equation of the first degree has been used. The 
problem has been introduced not so much because it will be fre- 
quently met in actual practice as to dispel any notion that such a 
consideration will materially complicate the solution. 


PROBLEM I 


COMMISSION PAYABLE AFTER DEDUCTING THE ENTIRE AMOUNT OF 
BOTH EXCESS-PROFITS AND INCOME TAXES 


First method of solution : . 

The method of calculating followed herein will be (a) first 
to determine the taxes on the basis of the profits before deducting 
commission ; (b) then to calculate a preliminary amount of com- 
mission payable on that basis; and (c) thereupon to ascertain the 
correct amounts of both taxes and commission. 
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(a) Preliminary computation of the tax 


Excess-profits credit : Income Tax 
8% of invested capital ($100,000)..... $ 8,000.00 


Portion of income taxable at 20%: 


20% of invested capital ($100,000). ... $20,000.00 
Less excess profits credit.............. 11,000.00 9,000.00 $ 1,800.00 
Portion of income taxable at 40%....... 50,000.00 20,000.00 


Preliminary amount of excess-profits 
$21,800.00 


Income tax—10% of: 


Less excess-profits tax................ $21,800.00 


Preliminary amount of federal tax..... $26,420.00 
(b) Preliminary computation of commission 

Income before deducting commission..................0+ee0005 $70,000.00 

Deduct preliminary amount of federal tax.................0005 26,420.00 

Amount on which preliminary commission is to be computed.... $43,580.00 

Preliminary commission Of 20%. 8,716.00 


(c) Calculation of correct amount of taxes and commission 

(1) It is evident that the commission actually payable will be 
higher than $8,716.00; on the other hand, the tax will be 
less than $26,420.00. 

(2) Inasmuch as the commission is payable out of that part of 
the profit which is taxable at 46%, the tax will be $46 
less than $26,420.00, for every hundred dollars of com- 
mission payable, namely : 


On account of excess-profits tax under the second bracket.......... $40.00 
On account of income tax of 10% on the remainder................ 6.00 


(3) For the same reason the commission will be $9.20 (20% of 
$46) higher than $8,716.00 for every $46 of tax thus 
overprovided. 
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(4) It follows from (2) and (3) that for every $100 commission 
actually payable the tax of $26,420 will be reduced by 
$46 and the commission determined ($8,716) increased 
by $9.20, so that 

(5) The amount of commission ($8,716) determined in the above 
preliminary calculation is 90.8% of the correct amount, 


which will therefore be 


16 
x 100=$9,599.12 and 


46 

$9,599.12—= 
$4,415.60 less than $26,420, or $22,004.40. 

Second method of solution: 


(6) the correct amount of the tax will be 


The problem may also be approached by (a) determining as the 
first step the commissions on the basis of the profits before deduct- 
ing taxes (instead of first determining the taxes on the basis of the 
profits before deducting commission as above), (b) calculating the 
preliminary amount of taxes on the amount of net profit so com- 
puted, and (c) thereupon computing the correct amounts of com- 
mission and taxes—as follows: 


(a) Preliminary computation of commission 


Income before deducting taxes and commission...........-.. $70,000.00 

(b) Computation of the tax on the basis of $56,000.00 taxable 

income 
Income Tax 

Excess profits credit..............- $11,000.00 
Portion of income taxable at 20%.. 9,000.00 $ 1,800.00 


Portion of income taxable at 40%.. 36,000.00 14,400.00 


Preliminary amount of excess profits 


Income tax—10% of: —— 
income $56,000.00 
Less—excess-profits tax........ $16,200.00 


$37,800.00 3,780.00 
Preliminary amount of federal tax. $19,980.00 
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(c) Calculation of correct amount of taxes and commission: 
In this case the following should be observed: 


(1) The commission actually payable will be less than $14,000.00, 
whereas the tax will be more than $19,980.00. 

(2) For every one hundred dollars of taxes payable the commis- 
sion will be $20 less than $14,000.00. 


(3) For every $20 less of commissions paid the tax will be $9.20 
more, namely : 


On account of the excess-profits tax under the second bracket, 40%, or $8.00 
On account of the income tax, 10% of the balance of $12.00, or.... 1.20 


(4) It follows from (2) and (3) that for every $100 of taxes 
actually payable the commission of $14,000.00 will be 
reduced by $20 and the tax computed ($19,980) in- 
creased by $9.20, so that 

(5) the amount of the tax ($19,980) in the above preliminary cal- 
culation is 90.8% of the correct amount, which will 


9,980 


$19, 
therefore be ry x 100=$22,004.40, and 
(6) the correct amount of commission will be 20% of $22,004.40 
=$4,400.88 less than $14,000.00, or $9,599.12. 
Proof of correctness of solutions: 
The following statement will prove the above results : 


Income before deducting taxes and 


$70,000.00 
Deduct—commission payable........ 9,599.12 

Computation of tax 
Income Tax 

Excess-profits credit ............... $11,000.00 
Portion of inccme taxable at 20%... 9,000.00 $ 1,800.00 
Portion of income taxable at 40%. .. 40,400.88 16,160.35 

Total excess-profits tax........ $17,960.35 
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Income tax—10% of : 


Taxable income ............... $60,400.88 
Less—excess-profits tax........ $17,960.35 
ons 2,000.00 19,960.35 


$40,440.53 4,044.05 


Total federal tax .............. $22,004.40 
Computation of commission 

Profit on which 20% is $47,995.60 

Commission @ 20% (as above).............ceccceeeececeuee 9,599.12 


General rules and formule: 


It will be noted that the same percentage (90.8%) is applied to 
the preliminary results of each method and is computed by (1) 
applying the rate of commission (20% ) to the rate of tax (46%), 
(the above example illustrating the procedure in cases falling under 
the second bracket), and (2) thereupon deducting the resulting 
figure (9.2) from 100, in this case leaving 90.8. 

If the rate of commission is c and the tax rate is t, the general 
formula to ascertain the percentage X to be applied either to the 
preliminary amount of the commission obtained by the first 
method or the preliminary amount of the tax obtained by the 
second method will be 


e¢ 
X = 100 — 


100 


In case the tax is to be calculated under the second bracket of 
the excess-profits tax, as in the example given, the above formula 
works out as follows: 

20 X 46 


X = 100 — ————. = _ 100 — 9.2 = 908 
100 


If the tax is to be calculated under the first bracket, 


20 X 28 
X = 100 — ———— = 100 — 5.6 = 94.4 
100 
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If only the normal income tax is payable, 


20 X 10 
X = 100 — ———— = 100 — 2 = 
100 
Inasmuch as there are many cases in which it is difficult to 
determine whether the tax is to be calculated under the first or the 
second bracket, it will be well to discuss a method whereby this 
can be readily determined. 


Under the terms of the law, the 1920 excess-profits rate of the 
second bracket (40%) is applied to all profits over 20% of the 
invested capital. In other words, 20% of the invested capital is 
the high limit within which the 1920 rate of the first bracket (20% ) 
will be applied, all income over and above that limit being taxable 
at 40%. It will also be seen that 20% of the invested capital would 
in such a case represent the earnings after deducting the unknown 
amount of the commission at the known rate, or the taxable in- 
come. 


The problem is now reduced to the simple one of finding an 
amount from which a percentage is deducted when the percentage 
and the resulting balance are given, as for instance: 


What is the amount (x) which leaves $16,580 after deducting 
20% of x. 


It will at once be seen that $16,580 represents 80% of x, which, 
therefore, is $20,725. 


If we now apply this procedure to the adopted hypothetical case 
we find that 20% of the invested capital, or $20,000, represents the 
above-discussed taxable income. Upon this amount a federal tax 
of $3,420 is payable—-$1,800 as excess profits and $1,620 as income 
tax—leaving $16,580 as the balance of profit after first deducting 
taxes and thereupon 20% commission. 

The amount from which the commission is calculated is there- 

$16,580 
fore 
income (before deducting either taxes or commission) beyond 
which the 40% rate will be applicable, $24,145. 

In general terms, if the invested capital is C, the amount of the 
tax T and the rate of commission c, the amount which the earnings 
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(after deducting commission) can not exceed without becoming 
subject to the higher rate of excess-profits tax will be: 


Cc 100 — 
—— — T divided by 
5 100 
Again applying this test to the hypothetical case discussed in the 
foregoing pages, where the invested capital is $100,000.00 and the 
rate of commission 20%, we find: 


$20,000. — $3,420 $16,580 
= = $20,725 
80 


This is therefore the amount on which 20% commission, or 
$4,145, is to be paid, from which it follows that $24,145 is the limit 
beyond which, with an invested capital of $100,000 and the commis- 
sion rate of 20%, the earnings before deducting taxes and com- 
mission can not rise without becoming taxable under the second 
bracket. The method or rule to follow in each case will therefore 
be: 


(a) Take 20% of the invested capital... $20,000.00 
(b) Compute the federal tax payable on this amount.......... 3,420.00 
(c) The balance will represent the net profit after deducting 
100—c 
(d) Divide this balance by ——— ...............0cceecees 80 
100 
(e) The quotient will represent the taxable income, viz........ 20,725.00 
(f) Add the above amount of the eee 3,420.00 
(g) The sum will represent the limit of profit before deducting 
either taxes Or COMMISSION. ...... 24,145.00 
PROBLEM II 


COMMISSION PAYABLE AFTER DEDUCTING THE ENTIRE AMOUNT OF 
EXCESS-PROFITS TAX, BUT BEFORE DEDUCTING THE NORMAL 
INCOME TAX, OR VICE VERSA 


Occasionally the commission is to be computed upon the earn- 
ings after deducting excess-profits taxes, but before deducting the 
normal income tax, or vice versa. 
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The solution of the first case is very simple and, applied to the 
standard problem used in this memorandum, will work out as fol- 
lows: 


Income before deducting commission or federal taxes........... $70,000.00 
Preliminary amount of excess-profits tax.............0.+ee005: 21,800.00 
Amount on which preliminary commission is to be computed.... $48,200.00 
Preliminary commission @ 9,640.00 


Inasmuch as for every $100 of commission actually payable 
the tax has been $40 overestimated, and for every $40 of taxes 
overestimated in the above calculation the commission will be $8 
higher, it follows that the above preliminary amount of commission 
($9,640) represents 92% of the correct amount, which is therefore 


$9,640 
7s =$10.478.26. This will leave a taxable income of $59,- 
521.74 on which the excess-profits tax will be: 
Income Tax 

$11,000.00 
Portion of income subject to 20% tax............ 9,000.00 $ 1,800.00 
Portion of income subject to 40% tax............ 390,521.74 15,808.69 


Commission will therefore be payable on $70,000.00—$17,608.- 
69 = $52,391.31 and at the rate of 20% will amount to $10,478.26 
as above. 

It will also be seen that the formula, already given, to ascer- 
tain the percentage (X) to be applied to the preliminary amount 
of commission can be used also in this case, viz: 

ct 20X40 


X = 100 — —— = 100 — ————- = 100 — 8 = 92 
100 100 


Likewise the formula — T divided by will 


provide the means to find the limit beyond which the taxable income 
will become subject to the 40% tax. The amount on which the com- 
mission would have to be paid would accordingly be 


Bo 
= $22,750. 


“a $20,000 — $1,800 
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The commission would be $4,550 and the high limit of income be- 
fore deducting taxes and commission $24,550. 

The solution of the alternate case, where the commission is pay- 
able on the net earnings after applying the normal income tax, but 
before deducting the excess-profits tax, is equally simple, viz: 


Income before deducting commission or federal taxes.......... $70,000.00 
Amount on which preliminary commission is to be computed.... $65,380.00 
Preliminary amount of commission @ 20%............++0e0005 13,076.00 


Inasmuch as for every $100 of commission actually payable the 
income tax proper will be decreased by $6.00 and for every $6.00 
decrease in the tax the commission will be $1.20 higher, it follows 
that the above preliminary amount of commission ($13,076) rep- 


$13,076 
resents 98.8% of the correct amount, which is therefore 788 


= $13,234.82. This will leave a taxable income of $56,765.18 on 
which the tax will be: 


Income Tax 
Excess profits credit................. $11,000.00 
Portion of income subject to 20% tax. 9,000.00 $ 1,800.00 
Portion of income subject to 40% tax. 36,765.18 14,706.07 
Total excess-profits tax......... $16,506.07 
Income tax—10% of: — 
Less—excess-profits tax........ $16,506.07 
2,000.00 18,506.07 
$38,259.11 3,825.91 
Total federal taxes ............ $20,331.98 


Commission will therefore be payable on $70,000 less $3,825.91 
= $66,174.09 and at the rate of 20% will amount to $13,234.82, as 
above. 

ct 


ve can be applied, (t) 


Also here the formula X = 100 — 
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being in this instance 10% of the 60% remaining after the 40% 
excess-profits tax has been deducted from the taxable income, or 


20 X 6 
X = 100 — ———— = 100 — 1.2 = 988 
100 
Likewise the limit beyond which the taxable income will become 


subject to the tax under the second bracket can be found with the 


100-c 
formula previously used Get divided by). The amount 


on which the commission would have to be paid would accordingly 
$20,000 — $1,620 

be Bo = $22,975. The commission would then be 

$4,595, and the high limit of income before deducting taxes and 


commission $24,595. 


PROBLEM III 


COMMISSION PAYABLE AFTER DEDUCTING A PORTION OF THE FEDERAL 
TAX 


It may also happen that commission is to be computed after 
deduction of a portion of the excess-profits or income tax or both. 
The procedure is in principle the same as that followed in the pre- 
vious examples. For instance, in case commission is to be computed 
on the net profit after deducting two-thirds of the entire amount of 
the federal tax the method will be as follows: 


Income before deducting taxes and commission................ $70,000.00 
Deduct two-thirds of preliminary amount of taxes, viz: 


Amount on which preliminary commission is to be computed.... $52,386.67 
Preliminary commission at 20%. 10,477.33 


Inasmuch as for every $100 commission actually payable the tax 
will be decreased by $46 and for every $30.666 (or two-thirds of 
$46) of decrease in the tax, the preliminary commission will be in- 
creased by $9.20, it follows that for every $100 commission actually 
payable the preliminary commission will be increased by $ x $9.20, 
or $6.134. Consequently, the preliminary commission ($10,477.33) 
is 93.863% of the correct amount and the latter amounts to 
$10,477.33 


3386606 = $11,161.93. This will leave a taxable income of 
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$58,838.07 on which the federal tax will be 


Income Tax 
Excess-profits credit $11,000.00 
Portion of income subject to 20% tax. 9,000.00  $ 1,800.00 
Portion of income subject to 40% tax. 38,838.07 15,535-23 
Total excess-profits tax ......... : $17,335.23 
Income tax—10% of: ————_ 
Total taxable income............ $58,838.07 
Less—excess-profits tax......... $17,335.23 
2,000.00 19,335.23 
$390,502.84 3,950.28 


Commission will therefore be payable on $70,000, less two 
thirds of $21,285.51 = $14,190.34, or on $55,809.66, and will, at 
the rate of 20%, amount to $11,161.93 as above. 

The above percentage of 93.86% can be obtained by the formula 


ct 
x = 100 ———, in which t is two thirds of the tax rate (46%) 


or 30%%. 
In the same manner will the formula 1/5 C — % T divided by 


00-c 
ieee lead to a quick determination as to whether the tax rate under 


the second bracket should be considered or not. The highest amount, 
leaving the tax within the first bracket, on which the commission 
would have to be paid would accordingly be 


2 
$20,000 — —— X $3,420 $17,720 
3 
= = $22,150 
80 


The commission thereon would be $4,430 and the high limit of 
income before deducting taxes and commission would be $24.430. 
After the foregoing demonstrations there should be no difficulty — 
in solving the majority of the problems arising when commissions 
are to be computed after deducting federal taxes in part or in total. 
It should now also be plain that their solution can be attained by 
comparatively simple arithmetical methods which lie within the 
grasp of average intelligence, and that no higher or lower algebra 
nor infinite series need enter into it. 
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PROBLEM IV 


COMMISSION PAYABLE ON A SLIDING SCALE AFTER DEDUCTING THE 
ENTIRE AMOUNT OF BOTH EXCESS-PROFITS AND INCOME TAXES 


Sometimes the rate of commission payable is on a sliding scale, 
for instance: 


5,000 


2% on the balance. 


Also these cases can be solved by the general procedure used in 
the solution of the preceding problems, viz. : 


(a) Preliminary computation of commission 


Income before deducting taxes and commission............... $70,000.00 
Commission : 
$70,000 $3,605.00 
(b) Computation of the tax on the basis of $66,395 taxable 
income 
Income Tax 
Excess-profits credit ................ $11,000.00 
Portion of income taxable at 20%... 9,000.00  $ 1,800.00 
Portion of income taxable at 40%... 46,395.00 18,558.00 
isl y 
“ "Preliminary amount of excess- 
profits tax ........ $20,358.00 
Income tax—10% of: 
Taxable income................ $66,395.00 
Less—excess-profits tax......... $20,358.00 
2,000.00 22,358.00 


Preliminary amount of federal tax................000005 $24,761.70 
13 
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(c) Calculation of correct amount of taxes and commission 
Inasmuch as for every $100 taxes actually payable, the commis- 
sion will evidently be $2.00 less, which in turn will decrease the tax 
by $.92, it follows that the above preliminary amount of taxes is 
$24,761.70 
99.08% of the correct amount, which is therefore a 
= $24,991.62. This will leave an amount of $45,008.38. on which 
commission is payable as follows: 


On the first $21,000.00 on the basis of the sliding scale.......... $2,625.00 
On the balance of $24,008.38 @ 2%..........ccccccccsccccccces 480.17 
$3,105.17 


After deducting this commission from the $70,000 earned, the 
amount of $66,894.83 will represent the taxable income, on which 
the tax will be: 


Income Tax 
Excess-profits credit ............... $11,000.00 
Portion of income taxable at 20%... 9,000.00 $ 1,800.00 
Portion of income taxable at 40%... 46,894.83 18,757.93 
Amount of excess-profits tax... . $20,557.93 
Income tax—10% of: 
Less—excess-profits tax......... $20,557.93 
$44,336.90 4,433.69 
Amount of federal tax (as above) $24,991.62 


General rules and formula: 


ct 
It will be seen that the formula x = 100 a on be used to 


obtain the above percentage of 99.08 if (c) signifies the rate of 
commission payable on the residuary amount of the profits, viz., 
2%. 

In case commission is payable on a sliding scale the value of 
(c) is not always self-evident, nor is the tax rate (t) always 
readily determined. The problem is to find the limits beyond which 
the earnings before deducting taxes and commission would become 
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subject to (a) a higher tax rate and (b) a lower rate of com- 
mission. 

The first limit (a) may be determined by the method given 
hereunder. 

In the example given herein, an income (after deducting com- 
mission) of $20,000 (being 20% of the invested capital of $100,- 
000) is the high limit within which the 20% excess-profits tax rate 
will govern, and the total federal tax payable on that amount is 
$3,420. The balance of profit after deducting both taxes and com- 
mission is therefore $16,580. On $18,000 the commission would 
be $2,475, being computed at rates decreasing from 20% to 7/%42%, 
and on $21,000 it would be $2,675, computed at rates decreasing 
from 20% to 5%. The problem to solve is to find the amount 
which after deducting therefrom commission on the above sliding 
scale will leave $20,000 subject to the federal tax. 

It is evident that the commission will be higher than $2,475, for 
it has to be computed on an amount exceeding $22,475, inasmuch 
as, otherwise, the balance subject to the federal tax would become 
less than $20,000. On the other hand, it will be less than $2,625, 
for, otherwise, it would have to be computed on an amount higher 
than $23,625, which would bring the taxable income under the 
second bracket. It follows, therefore, that the lowest rate of com- 
mission to be considered in this instance is 5%, applicable to earn- 
ings (after deducting taxes) between $18,000 and $21,000. 

If we now call the limit beyond which, under the above commis- 
sion arrangement, the earnings before deducting taxes and com- 
mission will be subject to the excess-profits tax under the second 
bracket x and the commission actually payable y it will be seen 

(1) x — $3,420— y = $16,580. 

Deducting from x the amount of $18,000 and from y the commission of 
$2,475 payable thereon, we obtain the following equation : 

(2) (x — $3,420 — $18,000) — (y — $2,475) = $16,580 — $18,000 plus 
$2,475, or 

(3) (x — $21,420) — (y — $2,475) = $1,055. 

Inasmuch as (y — $2,475) represents 5% commission payable on (x 
— $21,420), we substitute as follows: 


95 


(4) (x — $21,420) — (x — $21,420) = (x — $21,420) 
= $1,055. 


Multiplying both sides of the equation by = we find 


100 
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(Ss) x — $21,420 = $1,110.53, and 

(6) x = $22,530.53. 

Substituting the value of x in (3) we find 

(7) ($22,530.53 — $21,420) — (y — $2,475) = $1,055, or 

(8) y = $22,530.53 — $21,420 —$1,055 plus $2,475 — $2,530.53. 


Deducting from $22,530.53 the tax of $3,420, there will be a 
balance of $19,110.53 on which commission is payable as follows: 


On the first $18,000, as above..................08. $2,475.00 
On the balance of $1,110.53 @ 5%.........2eceeeees 55-53 


Deducting this from $22,530.53 leaves a balance of $20,000, on 
which taxes are payable. 

Therefore, if the earnings, before deducting commission on the 
above sliding scale, are higher than $22,530.53, they will become 
subject to taxation under both brackets of the excess-profits tax. 

Instead of the above algebraic solution, the following general 
rule may be followed: 


(a) Take 20% of the invested capital.................se000- $20,000 
(b) Compute the tax payable on this amount................ 3,420 
(c) The balance will represent the net profit after deducting 

(d) Ascertain by inspection the portion of the earnings subject 

to the higher rate of commission................... 18,000 
(e) Ascertain the commission payable thereon at these rates. . 2,475 
(f) The rate of commission to be considered in subsequent 

calculations will be the next lower rate............. 5% 


(zg) Ascertain the portion of the income remaining after com- 
mission at that lower rate has been deducted there-, 


from, viz: 
(a plus e) — (b plus d), or (20,000 plus 2,475) — 
(h) The amount will represent (100 — c) % of that portion. . 95% 
(i) The portion of the income to which the lower rate of com- 
100 —c 
mission applies is therefore (g) divided by ————— 
100 
(j) The total amount subject to commission will therefore be 
(d) plus (i) $18,000 plus $1,110,53........--..+-0-+: 19,110.53 
(k) Add the above amount of the tax (b)..............65-. 3,420.00 
(1) The sum will represent the limit of profit before deduct- 
ing either taxes or commission................0005 22,530.53 
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The limit beyond which the earnings, after deducting taxes, 
would become subject to a lower commission rate may be ascer- 
tained by inspection as already indicated in the particular case dis- 
cussed in the preceding paragraph. In general, the amount beyond 
which the earnings will be subject to the higher excess-profits 
rate ($22,530.53 in the example used herein) should be ascertained 
first, so that the bracket under which the excess-profits tax is to be 
considered may be definitely established. 

If the given amount of earnings before deducting commission 
and taxes is, say, $19,000 instead of $70,000, the tax thereon would 
be $3,140, namely $1,600 for excess-profits and $1,540 for income 
tax. The commission payable on the remainder of $15,860 would 
be $2,314.50, as follows: 


$15,860 $2,314.50 


It is evident that the taxes actually payable will be less than 
- $3,140 and the commission more than $2,314.50, so that commission 
will be payable on more than $19,000 — $3,140 = $15,860, and on 
less than $18,000 ; the latter because more than $1,000 of taxes will 
be payable in the given circumstances. Consequently, the lowest 
rate of commission payable will be 744% applicable to earnings 
between $18,000 and $15,000. 

If the given amount of earnings before deducting commission 
and taxes should be, say, $23,000, the tax thereon would be $4,800, 
viz., $1,800 under the first and $1,200 under the second bracket of 
the excess-profits tax and $1,800 for the income tax. The com- 
mission payable on the remainder of $18,200 would be $2,485, viz., 
$2,475 on the first $18,000 plus 5%, or $10 on the remaining 
$200. Evidently the tax actually payable will be less than $4,800 
and the commission more than $2,485, so that commission will be 
payable on more than $23,000 — $4,800, or $18,200, and on less 
than $21,000; the latter obviously because more than $2,000 of tax 
will be payable in the given circumstances. The lowest rate of com- 
mission payable will therefore be 5%, applicable to the earnings 
between $21,000 and $18,000. 


17 


bin, 
3 
aw 
: 
7 
Vat 


The Journal of Accountancy 


Admittedly, the above method of ascertaining these rates by 
inspection is not scientific, but it seems hardly necessary to develop 
an algebraic method that will determine the exact limit beyond 
which the residuary earnings will become subject to lower com- 
mission rates. A close inspection will usually suffice to define a 
high and a low limit, and even if the wrong rates should be chosen, 
this can be rectified with less work than a proper determination of 
the exact limit will require. 


PROBLEM V 


COMMISSION PAYABLE AFTER DEDUCTING TAXES AND CONSIDERING 
THE COMMISSION ITSELF AS A DEDUCTIBLE EXPENSE 


In the hypothetical case used throughout in problems I, II and 
III the consideration of the commission itself as first deductible 
from income would be equivalent to a reduction of the given per- 
centage of commission (20%) to the actual (16-2/3%), for evi- 
dently 16-2/3% of every $100 of income before deducting com- 
mission ($16.66 2/3%) is equivalent to 20% of the remainder 
83.33 1/3%). The solution of problem I in the circumstances 
would be as follows: 


(a) Preliminary computation of the tax 


By first method of solution of problem I...................... $26,420.00 
(b) Preliminary computation of commission 

Income before deducting commission. eee $70,000.00 

Deduct—preliminary amount of federal tax................... 26,420.00 

Amount on which preliminary commission is to be computed.... 43,580.00 

Preliminary commission of 7,263.33 


(c) Calculation of correct amount of taxes and commission 


Reasoning on the same lines as in the first method of solution of 
problem I, it will be evident that : 


(c-4) For every $100 of commission actually payable the tax of 
$26,420 will be reduced by $46 and the commission 
determined ($7,263.33) increased by 16-2/3% of $46, 
or $7.66 2/3 (instead of 20% of $46, or $9.20), so 
that 
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(c-5) The amount of commission ($7,263.33) obtained in the 
above preliminary calculation is 92.33-1/3% of the 
correct amount, which will therefore be 


7,263.33 
———— X 100 = 7,866.43, and 
92.33-1/3 
(c-6) The amount of the tax will be 
46 
— X 7,866.43 = 3,618.56, less than $26,420, or $22,801.44. 
100 
Proof of correctness of above solution: 
Out of profits amounting to................... $70,000.00 
there will be paid: 
30,667.87 


20% of which equals the amount of commission. 


In the above example the solution hinges upon the transforma- 
tion of the given percentage (20) into the actual percentage 
(16-2/3) that can be substituted in the solution given for prob- 
lem I. 
To establish a method by which this actual percentage (X) 
can be directly determined from the given rate (c), it should be 
observed 
(a) That the given percentage applies to an amount that is X% 
less than the amount of income before deducting com- 
mission ; therefore 

(b) Ifthe amount of income before deducting commission is 100, 
the balance left after deducting commission at the 
normal rate (X) would be 100 — X. 

(c) This amount (100 — X) is the amount to which the given 
rate (c) is to be applied, consequently 

(d) The actual commission payable will be: 


c 
—— (100 — X) 
100 


(e) This amount (d) added to the amount of (100 — X) will, 
of course, equal 100, consequently 
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(f) c 
1. —— (100 — X) plus (i00 — X) = 100. 

100 
2. ¢ (100 — X) plus 100 (100 — X) = 10,000. 
3. Yooc —cX plus 10,000 — 100 X = 10,000. 
4. (100 plus c) X = 100c. 

100 Cc 
5 
100 plus c 

The rule to follow in determining this actual percentage will 
therefore be: 

To divide one hundred times the actual rate (2000) by one 

hundred plus the actual rate (120) 

The quotient (16 2/3) will be the actual rate of commission to 
be used in the solution. 

It may, therefore, be concluded that the methods used in any 
of the preceding problems will not be affected in the least by the 
provision that the commission itself is to be considered as a deduct- 
ible expense. It will only be necessary to express the commission 
actually payable in a percentage of the earnings from which only 
the taxes have been deducted. 
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Limitations of System* 
By F. R. CARNEGIE STEELE 


System, a word that has been very much over-worked in recent 
times, is defined in the dictionaries as “a whole compounded of 
several parts—a number of things or parts so compounded as to 
make one complex whole.” Antiquarians admit that system in 
relation to accounting is of most respectable antiquity because it 
was held in high esteem by the industrial and commercial leaders 
of ancient times in Babylon, Nineveh and Phoenicia, and some 
have whimsically alleged that system may have originated with 
our first ancestors in the garden of Eden, who, in clothing them- 
selves with fig leaves, personally inaugurated what is now termed 
the “loose-leaf system” that we have quite erroneously regarded as 
a modern device! 


TREND TowaArps MECHANICAL ROUTINE 


In relation to industrial accounting of the present day, how- 
ever, as system obtains a greater development, has an increasing 
emphasis laid upon it and is proclaimed as having wider and wider 
usefulness, there has arisen in many minds a natural doubt whether 
the claims made for it are consistent with known conditions of 
business operation or there is not some confusion between system 
and industry itself. In certain instances also there has been a 
mistaken aim to develop system into a semi-automatic machine, 
and to substitute routine, admirable in many respects, for what 
is of far greater importance: viz., the individual alertness, diligence 
and judgment that have always been essential to successful man- 
agement. It is a curious commentary on the direction which 
modern management seems to be taking towards the methods of 
military “manual” training and “staff and line” practice, to ob- 
serve that modern armies themselves are breaking away from 
these hard and fast methods and are in fact doing all in their power 
to foster initiative and resource, not only in the officers but also in 
the rank and file. Even in the days when the “manual” methods 
were in full force, it was always recognized that far more than per- 
fectly acquired drill was required to make an effective fighting 


* An address delivered at the annual meeting of the Associated Industries of Massa- 
chusetts, Boston, 1920. 
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force. Esprit-de-corps, the enthusiasm and confidence which come 
from a sense of corporate efficiency and reliance of each on all the 
others, has always been recognized as one of the most important 
factors in military success. It is fairly certain that it is also one of 
the most potent factors in industrial success. The tendency of 
modern industry has been to place men in such positions that they 
become as nearly as possible mere machines with an ever-decreas- 
ing scope of intelligence and imagination. While up to a point 
and for a certain period it is perfectly feasible to find practical 
efficiency in this direction, it has been strongly questioned whether 
it does not, in the long run, defeat its own object. There are reasons 
to believe that quite contrary principles are more practical, based 
on the fostering of such relations with and among the workers 
that their human faculty is encouraged to the full and enlisted 
in the service of the common end: namely, economical production. 

In the fashionable pursuit of efficiency by “cutting” labor 
cost there lurk other dangers overlooked or unsuspected by many 
persons who rejoice in what seems a “practical” avenue to in- 
creased profits. One of these is the fact that speeding up labor 
implies raising the efficiency of every one of the many factors of 
production simultaneously, unless the benefit is very largely to be 
wasted. Old-fashioned methods of storekeeping or of shop trans- 
port, for example, will not serve under an increased strain of in- 
tensive production, and more than one plant has placed itself in the 
paradoxical situation of finding its deliveries more uncertain and 
more subject to annoying delay than when the former easier-go- 
ing production methods prevailed. A still more serious danger, 
because far more insidious and less likely to be detected at an early 
stage, is a progressive deterioration in the character and quality 
of product. Reputations of many years standing may easily be 
lost or damaged by too headlong a plunge into the seductive waters 
of “cutting down labor cost” in the development of system. This, 
too, has its remedy, but in the earlier stages of enthusiasm for new 
methods, little attention is likely to be paid to warding off a 
danger that seems almost inappreciable. The confirmation comes 
later from the salesmen in the field. 


SySTEM SUBORDINATE TO MANAGEMENT 


Those who fully recognize the value of system as an aid to 
executive control also recognize the danger of over-rating its 
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worth and misapprehending its functions; and they unhesitatingly 
affirm that system must ever be subordinated to management and 
can never serve as an excuse for bad management. Business suc- 
cess lies in policies, energy, enthusiasm, resourcefulness and sagac- 
ity. System itself is merely a tool with which the mind enhances 
its effectiveness by using it as a basis of knowledge and as a 
framework for the executive fabric; and it assumes importance 
only as intelligence, persistency, experience and energy wield it. It 
is no magic touchstone with which to change losses into profits or 
create markets for product, nor will it serve as collateral for an 
importunate bank creditor or as a panacea for labor troubles. 
System alone neither manufactures nor sells; and in the highest 
departments of management, where decisions are made, when 
reasons for and against seem evenly balanced, where men’s quali- 
fications are judged, where plans are made in advance and policies 
are devised, all that system can do is to make for a full knowledge 
of the facts which bear on the questions to be determined, so as to 
free the mind from many anxious questions and leave it clearer for 
the consideration of the final problems of management, the solu- 
tion of whichis apart from system. On the other hand, it must not 
be assumed that the planning of accounting and production systems 
is in itself management or a part of management. Management 
requires wholly different qualifications from those belonging to 
the expert, and successful management rests on personality—but 
obviously a personality distinct from an individual’s capacity to 
lay out a system of accounting control. Accounting and produc- 
tion experts have a viewpoint different from that of the executive ; 
and they have a wider basis of comparison for the facts in their 
field ; and they possess daily familiarity with problems and difficul- 
ties that may seem unique and peculiar to a manager endeavoring 
to do his own systematizing in the intervals of his regular work. 


Systems THAT BECOME OBSOLETE 

In almost every plant the system is constantly tending to get 
out of touch with existing conditions. Men come and go, 
methods of doing business are modified little by little, new wants 
become apparent, while former wants cease to be felt. There is no 
help for this, for no system can grow as a living plant grows, and 
the “self-perpetuating” system is an obvious absurdity. A system 
is the expression of a given set of relations today, and if they 


23 


too 
: 
| 
\ 
| 
§ 
a 
4 
ay 
| 
BE 
© 
} 
| 
aa 
. 
| 


The Journal of Accountancy 


change ever so little (and in any live business they are always 
changing), it will be a less perfect expression of the relations ex- 
isting tomorrow. It is not infrequently found, on expert examin- 
ation of large businesses, that a whole history of waste and loss 
can be read from the mere existence of forms, blanks and books 
out of use, which represent praiseworthy attempts of different in- 
dividuals at different times to meet the shortcomings of a system 
that was getting out of touch with actual conditions. The loss of 
cash in printers’ bills is the least part of such a result. What 
strikes the imagination most is the futile groping in the dark, the 
energy diverted from the proper conduct of the business and the 
loose grip on the vital facts of the daily work that this long 
series of experimental systematizing represented. Nevertheless, 
many concerns are operating today with patch-work systems in 
which all the parts have long since lost the well-defined and bal- 
anced relations that they possessed when first installed. This may 
arise from several causes. Special returns perhaps may be called 
for temporarily, but once started, they are compiled “until forbid- 
den,” and no one ever thinks of countermanding them. Or re- 
turns may come into existence and continue to live their useless 
lives because a new man, or a man with a new point of view, wants 
to know something not disclosed by the existing way of serving 
up statistics, so he institutes certain new reports. Afterwards 
he leaves or is promoted, and while his successor has no use for 
those figures, because either he has not the same view-point or 
does not know the purpose of such reports, yet, from a want of 
moral courage or from sheer inertia, he refrains from interfering 
with what appears to be a well-grounded custom, and so the use- 
less expense of compilation continues. The remedy for this very 
common disease of organizations is after all a simple one and a 
positive economy, not only in indirect results but in actual oper- 
ating expense. It is, frankly to recognize that systems are con- 
stantly growing out of date and that they require regular audit- 
ing and adjustment at frequent intervals. 


MISPLACED CLERICAL WorkK 
Operations and profits may be analyzed, gains and losses traced 
to their causes, new facilities of operation may be created and 
new means of control established, yet there commonly arises from 
the very beginning the question of the cost of increased clerical 
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help or other work of an auxiliary character, and one is forced to 
consider, long and carefully, how the largest results can be accom- 
plished with the least relative expense. The desire to avoid a multi- 
plicity of clerks is a perfectly sound instinct, but self-deception on 
this point is the easiest thing in the world. In every plant there is 
a certain amount of clerical work that must be performed, and 
satisfactorily performed, by some one, It must take up some 
one’s time and be paid for, whether such time is accounted for 
separately on the payroll or not ; and, undoubtedly, the most costly 
way of doing such unavoidable clerical work is by imposing it on 
foremen, departmental heads and other executive officers, to be 
carried out in the intervals of their responsible duties. When a 
plant is undergoing reorganization, the executive will sometimes 
observe—with groans—that more clerks are being employed than 
before. This may only mean, however, that such work has been 
taken away from highly paid men and allotted to special persons 
whose training enables them to carry it out, not only more quickly 
and more efficiently, but also at a real saving. In such circum- 
stances what the executive has failed to see is that in all probability 
there is no more clerical work than before, but that it is being done 
by cheap men, instead of being a source of worry and discomfort 
to more highly paid men. It may be that one or more clerks are 
manifestly additional, but what is not visible is the irregular work 
of many worried people in various departments, needing to know 
continually about materials for different purposes, inquiring and 
searching in various quarters, and then perhaps failing to get accu- 
rate information. This waste of time and energy has been saved, 
though the saving cannot be illustrated in figures ; but it obviously 
has a money value. The strain imposed on foremen and depart- 
ment, heads by old-fashioned methods of organization, especially 
in shops where mechanical equipment is up to date and there is an 
intense atmosphere of productive activity, does not end merely 
with the actual loss of their time in fruitless searches and useless 
inquiries, for the worth of whatever remaining time they may have 
available for their real functions is greatly impaired, because no 
man can attend properly to responsible duties when strain and 
worry overshadow him. There should be, of course, proportion in 
all of these matters. A large clerical staff makes for the smooth 
running of an organization, but like every other element of pro- 
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duction it has its economic limits . An organizer of judgment will 
not multiply staff positions beyond the bare need of the situation, 
yet the amount of any increase must not be measured by what 
existed before, for almost certainly (if the system is an old one) 
the hidden clerical work—work in the wrong place—was a genera- 
tor of inefficiency. 

It is worthy of note, however, that the marked increase in the 
volume and complexity of modern business transactions has been 
accompanied by the development of ingenious devices through 
which the clerical labor of dealing with large masses of figures 
may be lessened. One class of these inventions is of course the 
work of accountants themselves, whereby the form and arrange- 
ment of books and accounting records is such that modern book- 
keeping is largely in summarized form, giving totals under vari-- 
ous headings, without the labor of detailed ledger postings. 
Apart, however, from new developments in bookkeeping, there 
are three classes of inventions of great utility in lessening clerical 
expense. These are, first, manifolding devices for both hand- 
written and typewritten records; second, filing devices, applied 
especially to factory records; and, third, calculating and tabulat- 
ing machines.. The first and second of these are fairly familiar 
matters and are simple to investigate and understand, while the 
third (the use of calculating and tabulating machines) is a sub- 
ject worthy of more extensive study and utilization in system 
work than it has yet been accorded. Some machines are used to 
perform ordinary calculations more quickly and with less fatigue 
and less liability to error than when reliance is placed on “head 
work” hour after hour. Others make computations, in a few 
seconds and by purely mechanical means, that could only be per- 
formed after tedious and laborious figuring. Others again com- 
bine calculating with typewriting mechanism in various ways so 
that the combined results are entirely different from those of one 
kind of “head work.” There are also statistical machines which 
analyze, combine and total, with remarkable speed and certainty, 
any required number of permutations and groupings of a num- 
ber of original facts about any class of transaction. 


NEED FOR CORRELATION OF STATISTICS 
Although the relative importance of system as a link in the 
chain of executive control has often been exaggerated, it cannot 
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be gainsaid that many industrial concerns at the present time are 
seriously handicapped through the inadequacy or inaccuracy of 
their accounts, reports and manufacturing records. It was re- 
cently stated by the federal trade commission, as the result of an 
investigation of business conditions, that there were 32,000 fail- 
ures in a single year in the United States and that out of a total of 
260,000 business corporations less than one-fourth were profit- 
making enterprises, while more than three-fourths were either 
losing money or just making both ends meet. Still more recently 
there has been published a report of a detailed survey of plants 
engaged in a certain industry in New York, doing a gross business 
of $80,000,000 per annum, wherein it is stated that the percent- 
age of profit on cost in that industry averaged only two per cent. 
Upon further investigation it was found that those plants which 
were equipped with an adequate cost system had earned eleven and 
one-half per cent, while the rest, which were not so equipped 
but did a gross business of nearly $70,000,000, showed a profit 
averaging only one per cent. 

It should be borne in mind that the salient feature of the busi- 
ness process of manufacturing is a series of changes, and one 
object of accounting is to make the financial result of these changes 
known at frequent periods. Have they resulted in profit in this 
article and loss in that? Have they resulted in production greater 
than sales or sales larger than production? Is the demand for this 
article or that falling off? Is demand falling off or increasing uni- 
formly, or more in one territory than in others? Is cost rising or 
falling? Is selling expense rising or falling? Is burden rising or 
falling? Is more capital locked up in the business or less? All 
these questions and many others like them arise in the mind of the 
alert executive, but prompt and verified answers are not always 
obtainable from his factory statistics. Such statistics are gener- 
ally known as cost accounts, though the costing of product is only 
one and sometimes not even the most important of their functions. 

While the form of balance-sheets and of statements of earn- 
ings does not vary greatly, factory statistics on the other hand 
are individual to each industry and practically to each plant. Too 
frequently they are ill adapted to their purpose, largely because 
of a failure to recognize the relative values of various forms of 
statistics and the need for their systematic correlation. For ex- 
ample, in many organizations elaborate analytical records are 
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laboriously compiled concerning sales, segregated so as to show cur- 
rently, in quantity and in value for each group or grade of prod- 
uct, the distribution among cities, territories, salesmen, etc., and 
the fluctuations thereof from period to period; yet, in marked con- 
trast with such refinement of analysis no reliable statistics re- 
garding cost, for comparison with sales prices, are usually ob- 
tainable. In similar fashion a great deal of clerical work is often 
conscientiously undertaken in checking and exhaustively dissect- 
ing labor tickets, payrolls, stores, requisitions, etc., which is never 
carried to its logical conclusion by bringing those important ex- 
penditures under accounting control. 


Under such conditions inventory values are determined only 
through an annual or semi-annual stock-taking, which is usually a 
nerve-racking undertaking. The work is carried on under pres- 
sure, and the arduous calculations leading to the final result are 
hurried forward so that the position of the business may be known 
at the earliest date. Too often a large element—the work in pro- 
gress in the factory—is valued by main force, that is, by some one 
roughly estimating the value of the labor and materials in it. 
With perhaps hundreds of jobs the cumulative error arising from 
this procedure can be and often has been a very serious matter. 

Modern accounting methods do not merely eliminate this an- 
nual or semi-annual flurry, but by the method of “continuous” 
stock-taking there can be known at anv time exactly what values 
lie in the shops and what remain in stores or on the warehouse 
floor. Moreover, as these values are known currently there is 
little difficulty in preparing an interim monthly profit and loss 
account and balance-sheet. This is the only sure test of how the 
business is progressing. As the result of these developments in 
industrial accounting there are few businesses that have any excuse 
for failing to provide themselves with monthly operating state- 
ments which show exactly how every department of the business 
stands. While there are people who hesitate to take this step, 
few after having provided themselves with such a powerful in- 
strument of control have ever abandoned it in order to go back 
to the half-yearly or yearly main-force system of stock-taking. In 
considering the importance of adequately correlated statistics it 
should be understood that factory accounts may be termed a 
“system” only when their several divisions mutually support and 
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supplement each other and when, without gaps and without repe- 
titions, they furnish the means of constantly observing the pro- 
cesses of making or losing money. Therefore, the most elaborate 
command of details is fruitless without scientifically balanced 
grouping and analysis, showing results in sharp outline with their 
trends and tendencies. A system should be a unity, and no sta- 
tistics should ever be accepted on which action is to be taken that 
are not interlocked with and vouched for by balancing with the 
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Today the trend towards uniform standards for accounting 
statistics and reports is unmistakable. Federal and state depart- 
ments are steadily increasing their demands for elaborate infor- 
mation concerning operating costs, financial resources, etc. ; radical 
changes in import tariffs, based on cost, are believed to be immi- 
nent, and there is a widespread demand for uniformity in financial 
records in order to avoid the confiscatory taxation that has com- 
monly resulted from defective accounting. The same trend can 
be discerned in reviewing other factors affecting industrial and 
financial conditions of the present day. Over-expansion of credit, 
stringency of the money market, demoralization of foreign ex- 
changes, advancing wages and industrial unrest have brought 
about a marked industrial reaction from the abnormal conditions 
that recently over-taxed the productive capacity of many of our 
important industries. Economists allege that the whole country 
is suffering from financial inflation. Undeniably, manufacturers 
are carrying enormous stocks of commodities produced or pur- 
chased at abnormal cost under war-price conditions, the gradual 
liquidation of which must proceed in an orderly fashion if an in- 
terval of acute industrial depression is to be avoided. Imports 
are increasing now more rapidly than exports and this tendency 
is having a very disturbing effect upon the prices of domestic 
goods, since the depreciation of foreign exchange makes it pos- 
sible to purchase many things abroad to better advantage than at 
home. Consequently precision in detail and accurate methods of 
production, with correspondingly modern methods of accounting 
and of exhibiting results graphically and at a glance, have now 
become essential to executive control in all lines of American 
industry. 
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Some Problems of Foreign Exchange* 
By H. G. P. DEAns 


The subject of foreign exchange has been engrossing the time 
and attention of bankers, economists and business men through- 
out the world for the past two years. In fact, since the signing of 
the armistice in November, 1918, the foreign exchange situation 
has become one of the most difficult and serious problems that 
the business men not only of America but of the whole world have 
had to face. Business men, bankers and economists have been 
searching for two years for some cure for the disordered condition 
of the exchanges and they have not been able to find it. There is 
no cure but time and return to normal conditions. 

The foreign exchange banker of today has to be a different 
man from the foreign exchange banker of ten years ago. Prior 
to that time the foreign exchange business of the whole country 
was conducted almost exclusively by and through a round half 
dozen private banking houses in the city of New York, one or 
two of them being partly English and the remainder very much 
German. American banks had never taken seriously the question 
of the profits to be made in foreign exchange and had been con- 
tent to transact their business and to see the business of the coun- 
try transacted through these private banking institutions. 

As time passed on the business of the country grew, and word 
began to get abroad in banking circles that there were large profits 
to be made in the foreign exchange business—profits which had 
been overlooked by national and state banks. As a result, it be- 
came the custom, or the fashion, if you please, for large banks 
throughout the country, in the larger cities, at any rate, to organ- 
ize foreign departments and to open direct accounts with the prin- 
cipal foreign countries of the world. That practice has grown 
now to such an extent that most of the large banks in New York, 
Boston, Philadelphia, Cleveland, Chicago, St. Louis and many 
cities west of us have foreign exchange departments in which you 


* An address delivered at the regional meeting of the American Institute of Account- 
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can buy and sell on practically any banking center throughout the 
world. 

I am going to avoid statistics as much as possible. Person- 
ally, I have always had suspicion of statistics. Years ago before 
I came to this country I used to be a very assiduous reader of 
the Illustrated London News, with which many of you are no 
doubt familiar. In those days James Payn, the novelist, used to 
conduct a more or less witty column in that paper, and I remem- 
ber his writing on one occasion something which sank down into 
my mind so that I have never forgotten it. He said in answer 
to a correspondent: “There are three degrees or classes of lies; 
there are lies, damned lies and statistics.” 

Therefore, in trying to describe to you some of the problems 
and difficulties of the foreign exchange business, I am going to 
keep away as far as I can from statistics, which are sometimes 
made to mean anything or nothing. I am also going to avoid 
speaking at too great length. 

Let me say to you first of all that in its simplest form the 
functioning of foreign exchange covers all the operations con- 
nected with the buying and selling of foreign debts—in other 
words, with the buying and selling of substitutes for metallic 
money. 

Foreign exchange is a commodity, just as gold or grain or wool 
or corn or wheat is, and it is controlled and governed by the same 
laws which govern any other commodity ; that is to say, it is sub- 
ject to the laws of supply and demand. If there are more sellers 
of debts than buyers of debts, of. course the price of exchange 
goes down, that is, the price of debts goes down. If, however, 
there are more buyers of debts than sellers of debts, the price of 
exchange, other things being equal, goes up. 

In his Theory of Banking, McLeod, who is a well known au- 
thority on the subject, in comparing the foreign exchange with 
wheat, says among other things: 

“If money is scarce and wheat very abundant, the price of 
wheat must fall; but if money is very abundant the price of 
wheat will rise. The price of debts or foreign exchange obeys 
the same rule. If money becomes very scarce, the price of debts 
must fall. If specie becomes abundant, then the price of debts 
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will rise. The price of debts then must follow the same great laws 
of nature that the price of wheat does.” 

At the present time the foreign exchanges are in a deplorable 
condition. They are depreciated to an extent that none of us ever 
expected to see. There are of course many reasons why they are 
depreciated, but chief among these reasons is supply and demand. 

As a banker, engaged in the business, I can conservatively say 
that there are ninety sellers of exchange for every buyer, if I ex- 
cept in that statement the large numbers of people who come into 
our banks every day to buy small personal remittances as presents 
to relatives or for the discharge of trifling obligations on the other 
side. There is today, however, no commercial buying of foreign 
exchange. Before the war, we owed Europe three or four billion 
dollars. Since that time we have paid off the three or four billion 
dollars we owed, and we have lent ten billion dollars in addition. 
The result is that there is practically no demand for remittances 
to Europe at the present time. We owe nothing there; we have 
no interest due, no obligations to pay. It is all the other way. 
That is one of the chief reasons why exchanges are in their 
present condition. 

Another and almost as important a reason is the fact that the 
United States today is practically the only country in the world 
that is still on a gold basis. By that I mean that other countries, 
while many of them have plenty of gold, are no longer exporting 
gold, and consequently an American creditor can no longer com- 
mand gold from his foreign debtor. 

Most of the European countries—and many of the others for 
that matter, although the European countries are the principal 
offenders—have so increased and distended their paper issues 
that today they have become unwieldy and no longer bear any 
relation to the gold reserves of the issuing countries. As a matter 
of fact, the paper issues of such countries as Germany and Aus- 
tria bear absolutely no relation to the gold of those countries. 

Before the war it was universally accepted that paper cur- 
rency should have behind it a substantial gold or silver reserve, 
the purpose of such reserve being to enable each country to re- 
deem its notes promptly on demand. But unfortunately, as the 
war ran on, many countries and particularly the enemy countries, 
adopted the plan of financing the war through the issue of paper 
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money. Germany issued paper money as fast as her printing 
presses could turn it out, asserting, whether she believed it or 
not, that the indemnities she would subsequently collect from the 
allies would redeem that excess paper. 

The result has been, however, not only with Germany but with 
France, -Austria and Italy, as well as most of the smaller European 
countries, that their paper issues today are unredeemable. They 
have not enough gold to redeem them and are not likely to have 
for many a long day to come. Consequently in terms of United 
States currency, this country still being on a gold basis, the paper 
issues of these various foreign countries are much depreciated 
because at present unconvertible. 

Britain and the United States are on a better basis. The ex- 
pansion in our country is trifling compared to that which has 
taken place in other countries; and this, of course, is one of the 
reasons why today the American dollar is selling at so high a 
premium over the currencies of other countries. 

Another reason why the foreign exchanges have depreciated 
is that five years of destructive warfare have so depleted all 
European stocks of raw and manufactured materials that many 
countries have little they can now export in exchange for those 
things which, even at the present ruinous rates of exchange, they 
must have. 

During the war and for some time after it our government 
continued to make loans to Europe out of the ten billion dollars 
which was voted by congress for that purpose. When that ten 
billion dollar allocation was exhausted, the loans stopped; and 
with the stopping of the loans the exchanges began to fall. 

These in a general way are the reasons which are at the bot- 
tom of the present depreciated state of the exchanges as a whole. 
I might perhaps add, however, that in one or two instances there 
are also special reasons why the exchanges are as low as they are 
today. For example, the French franc is adversely affected by the 
extent to which Russia is indebted to France. Russia owes France 
a large sum of money. The prospect of collecting it at the present 
time is far from good. The French need the money badly, worse 
than they ever did before, but the likelihood of being able to get 
it for some time is remote. 

That is also true in a lesser degree of Great Britain, because 
the Russian debt to Great Britain is by no means inconsiderable ; 
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but it has not had as great an influence on British finances, which: 
are more stable and extensive than French finances. In addition, 
however, to the Russian debt with which England has to contend, 
she has other troubles. There are the disturbances in Ireland, for 
example. There are the troubles in India, the unrest in Mesopo- 
tamia and in other parts of the empire which may or may not 
be serious, but nevertheless are expensive for the British tax- 
payer and are cumulative in their effect in delaying or deferring 
the return to normal of the British pound sterling. 

Another important factor has been the breaking up, as a re- 
sult of the peace conference, into various units of such countries as 
Austria and parts of Russia and dividing them into smaller nations. 
It is a question whether this plan of self-determination for 
small peoples is altogether a good thing. As a result of it, some 
countries have become economically crippled. One large indus- 
trial country, Austria, for instance, has been split up into three or 
four small units, all of which are feeling their new nationalism. 
Their manufactures have become disordered, their finances have 
been upset ; their position is as yet and will be for some time to 
come by no means clear, particularly in regard to the proportion 
of the debts of the old countries for which they are to be respon- 
sible; and their exchanges have fallen so low that trading is al- 
most impossible. 

The Polish mark can be bought now in Chicago for 25 cents 
a hundred. You can buy the German mark today, which be- 
fore the war sold for 24 cents, for $1.25 a hundred. You can 
buy the French franc, which before the war was valued at 20 cents, 
for 534 cents. The Austrian crown you can buy at 30 cents a 
hundred ; the Italian lira for three cents, and so on down the line. 
Mind you, we buy the franc from the Italian and the lira from 
the Frenchman, which shows that the opinion they have of one 
another’s currency is not by any means flattering. 

At present we are in the midst of our export season. Under 
normal conditions exchange falls in the autumn. This year it 
fell, but it was so low when it began to fall that the price at 
which foreign exchanges are selling today on the Chicago market 
is something of a tragedy. 

Imagine, if you can, the state of mind, to say nothing of the 
state of pocketbook, of a German who has to find seventy-five 
marks with which to buy one dollar’s worth of cotton, when for- 
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merly he had to find only four marks. And do not forget that 
Germany and Austria were the two countries which before the 
war were the largest and perhaps the only consumers on a great 
scale of our low-grade cotton. We have a lot of low-grade cot- 
ton in this country today, and our problem now is to dispose of it. 
If we cannot find some means of shipping it to Austria and Ger- 
many, the price of cotton in this country is going lower instead 
of higher. 

As I said, however, the export season is at its height, and 
Europe is in sore straits for means of paying for what she de- 
sires to import from us and what we are equally desirous of ex- 
porting to her, namely, our surplus. Money rates in this country 
are unusually high, so that even allowing for the fairly liberal 
rates of interest which European banks are paying on deposits, 
our own demand for capital in this country is so keen that Amer- 
ican banks have not been able to carry in Europe the foreign bal- 
ances which they were in the habit of carrying. 

The result is that there is a constant pressure to sell on the 
foreign exchange market. I may say further that not only is that 
pressure exerted because of the depreciation in foreign money, 
but also because of the fear always lurking in the back of every 
exchange dealer’s mind that exchange may fall lower. 

Foreign exchange before the war did not give us much con- 
cern, because during that period money rates were easy, business 
conditions generally were normal and goods moved freely. If 
England owed us something we got gold for it. If France owed 
us a balance we called for gold and got it. Per contra, if we 
owed England and France, we shipped gold to them. Under these 
conditions, therefore, the fluctuations in foreign exchange did not 
exceed perhaps 1% or 2 per cent per annum. 

Prior to the war, money rates were fairly easy and foreign 
exchange rates were kept within bounds by what were known as 
the gold points. In other words, as soon as it became cheaper to 
ship or to import gold, gold was shipped or gold was imported, 
and that checked the upward or downward movement in the ex- 
changes. Those days, however, are over. 

History is repeating itself. The other night, while sitting at 
home, I was reading and refreshing my memory with Green’s 
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History of England. Writing of the conditions in England about 
1816, immediately after the Napoleonic wars, Green says: 

“Peace left the country feverish and much weighed down by 
heavy taxation and enormous debts. The markets were glutted 
with unsalable goods, and mills and manufactories were brought 
to a standstill. Much of the prosperity of English agriculture 
was fictitious and rested on the high price of corn brought about 
by the war.” 

It seems to me that with some little modification, that descrip- 
tion would almost fit our country today. 

The foreign exchanges are, of course, the direct reflectors of 
the disordered state of the world’s affairs, and time will be re- 
quired to restore them. 

Until trading and commerce readjust themselves, as they must 
and will some day, we may expect great and violent fluctuations. 
We have them every week or two, sometimes we have them every 
day. We had a bad break this week. Sharp movements take place 
most unexpectedly and for reasons that cannot always be discerned 
or explained. ‘ 

I do not want to go into too much detail, but last Saturday, 
only six days ago, you could have bought all the sterling ex- 
change you wanted in Chicago for $3.33 a pound. Yesterday 
afternoon you could get $3.51 a pound for the same sterling. 
There is an advance of 18 cents. To what it is attributable, nobody 
yet knows. The news from abroad is no more favorable than 
before. Whether there has been a slowing down of exports tem- 
porarily or not, I do not know, but these unexpected movements 
take place and we find out a week or a month or two months after 
they occur what caused them; but at the time of their occurrence 
they are often hard to explain. There are so many cross currents 
in the foreign exchange market at the present time that it presents 
a situation which is exceedingly difficult to grasp. For example, 
we may not know it until afterwards, but France may be a seller 
of Belgian exchange, while London is selling marks, or vice versa. 
Therefore we cannot understand at the time what brings about 
these remarkable fluctuations, which occur without any warning. 

The changes brought about by the war are only now beginning 
to make themselves thoroughly understood to many of us, and 
some of them are not and will not be completely understood until 
the system of governmental control of commodities and prices 
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throughout the world has been completely ended. That situation 
is rapidly coming about. The foreign exchanges are now free and 
regulating themselves according to the laws of supply and demand. 
Over some few other commodities, however, it is understood that 
a partial measure of control is yet being exercised. 

To go back a little, shortly after the declaration of war, in 
August, 1914, most of the foreign exchanges rose rapidly. The 
pound sterling, which had a normal quotation or par value of 
$4.8666, rose to $7.50. The French franc with a par value of 
19.3 cents advanced, if my memory is not at fault, to something 
like 23 cents. The German mark, with a par value of 23.8 cents, 
advanced to about 27 or 28 cents, and so on throughout the list. 
The reason for that was because those countries had been sud- 
denly plunged into war and they were trying to draw home all 
the capital they had abroad, and they were rapidly selling all the 
securities of other countries, and American securities in particular, 
that they had, and were also selling in the American market any 
of the foreign securities they owned which the American market 
would or could absorb. 

At that time there was a great hue and cry throughout the 
country as the result of representations made to us by England 
and France, that we ought to ship gold; that the pound was sell- 
ing at 40 per cent premium in America and no gold was released, 
and that gold ought to be forthcoming. Many of the merchants 
and business men in this country were indignant with the govern- 
ment and the bankers because it was thought they were slow in 
agreeing to the exportation of gold at that period. But wiser 
counsels prevailed. There were better hands at the helm than 
some people thought at that time; and as a result of one or two 
conferences held in Washington, it was decided to form what was 
known as the one-hundred-million-dollar gold pool. 

This is all ancient history now, but they did form the one- 
hundred-million-dollar gold pool, and that hundred million in gold 
was held in reserve to meet any emergency. The country could 
use that gold if necessary; but it was pointed out at the time by 
those best qualified to speak that the exchange of any country 
engaged in war must sooner or later go to a discount, and conse- 
quently it would be only a short time before the English, French, 
Italian and Belgian exchange would fall to a discount when 
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reckoned in terms of the American dollar. Therefore, it was felt 
that it would be a great mistake on the part of this country and 
a needless expense to ship a large amount of gold abroad to pro- 
tect the exchange rate when because of these reasons the exchange 
rate must necessarily adjust itself within a short time and render 
gold exports unnecessary. The wisdom of that course was demon- 
strated within a few months when the foreign exchanges, which 
bad been so much against us, began to break and to turn in our 
favor. 

Nothing of a very decided character took place until August, 
1915, about a year after the outbreak of war, when, like a bolt 
from the blue, sterling exchange broke from about $4.70 a pound 
to about $4.25 a pound. Sterling at $4.25 a pound looked cheap, 
although it was difficult to say at that time whether it was really 
cheap or merely low. Those who bought around that figure made 
money, for shortly afterwards sterling went up. The rise, how- 
ever, came about because of arrangements which were entered into 
shortly after that time between England and the banking firm of 
J. P. Morgan & Co. of New York acting as fiscal agents for the 
British government in particular and the allies in general in this 
country. 

As a result of that arrangement Morgan & Co. agreed (the 
British government, of course, finding the money for the purpose) 
to take up the daily slack in exchange. The practical working of 
the arrangement was smooth and satisfactory. Sterling exchange 
quickly came back to 4.76 a pound, or about 2 per cent below par, 
and was maintained in that neighborhood until November, 1918, 
the month of the armistice. 

The French franc, which had fallen low, was also brought 
back to $5.45, or about 6 per cent discount. The Italian lira was 
brought back from a price of about 10 to the dollar to a price of 
about 6% to the dollar, and maintained by the allies artificially 
during the whole period of the war. 

About the end of November, 1918, however, government con- 
trol or artificial support of the exchanges was withdrawn without 
any warning to the market as a whole. Many people were running 
along with a feeling of false security. Others thought, if the 
allies were able to maintain exchange at these prices during the 
war, that as soon as the war was over many of these exchanges 
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would go to par. As a matter of fact, as soon as the drawbar 
was pulled out, foreign exchange began to drop. 

Perhaps the most remarkable outcome of the war has been the 
complete transformation of the United States from a substantial 
debtor country into the chief creditor country of the world. In 
many respects it is a position that is far from being as comfort- 
able as that which we occupied when we owed something. As I 
said a little while ago, at the outbreak of the war we owed Europe 
four billion dollars. We have paid that off, our government has 
lent ten billions to the allies for the prosecution of the war, and, in 
addition to that, there is overhanging the market a commercial 
floating indebtedness of between three billion and four billion dol- 


lars, so that Europe at the present time is indebted to us to the _ 


extent of about fourteen billion dollars. 

While it is true that we have become a creditor nation, it is 
also true that we have become a creditor nation more by accident 
than by design. How long we may be able to maintain our posi- 
tion as the world’s chief creditor nation will depend very much 
upon our own thrift and upon our own ability. 

Prior to the war and for a great many years before the war, 
England, France and Germany were the world’s principal cred- 
itors; but these countries had become creditor nations because of 
the thrift and industry of their people and by reason of the fact 
that their people were in the habit of investing their savings 
abroad. 

As the world’s creditor nation, I am afraid we shall have to 
revise some of our ideas and try better to realize that our new 
position as well as bringing us great wealth and prestige also 
brings with it great responsibility and great obligations. For years 
our own country was dependent for its upbuilding upon loans ob- 
tained from Europe. Without the money which we got on what 
now seems to have been extremely reasonable terms from the old 
world, we would never have been what we are today. 

There is little likelihood that Europe can ever pay off what 
she owes, except in goods and in services—and we must realize 
that. Lately we have heard people who ought to know better, 
I believe, asking whether this government or that government is 
likely to pay its indebtedness. Governments have rarely paid their 
indebtedness in the past, and the holders of their bonds never 
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thought of asking for the payment of those bonds. All they were 
concerned with was the prompt payment of the interest, and people 
generally who were supposed to be well off or rich were envied 
by their friends if it was known that they had their fortunes in- 
vested in government bonds. 

Today, however, we find any number of people looking askance 
at government bonds and asking if they will be paid. Many of 
them will never be paid. On many of them the interest may not 
be paid unless we revise our views and realize that we must do 
something in the way of commercial credits for the rehabilitation 
of Europe. We must give our old world debtors time in which 
to pay for the raw materials we would export to them and of 
which they are sorely in need. We must give them time to manu- 
‘facture these raw materials into the finished product and sell it, 
before we demand payment of them. 

To maintain American business on an even keel, and to pre- 
vent as far as possible in this country these alternating periods of 
feverish business activity and acute depression, something must be 
done to promote and make possible a reasonable continuance of 
our foreign trade. To assist in bringing about this condition we 
must be prepared to play a generous part in the matter of loans. 
We must be prepared to extend credit to deserving buyers of raw 
material. 

Credits for the sale of our surplus products are in a different 
category from credits for the prosecution of a destructive and 
disastrous war and should not be regarded as having any relation, 
for one is a credit for the purpose of construction and the other 
is a credit for the purpose of destruction. 

The principal nations of Europe, bear in mind, have actually 
more gold on hand today than they had in 1913—not more gold, 
by any means, in proportion to their liabilities; not more gold in 
proportion to their paper issues; but more gold actually in hand 
than they had in 1913. The high premium on the American dollar 
in most foreign countries is seriously injuring our export trade. 

I have spoken to you chiefly of export trade. Import trade is 
as essential to us, to our welfare and to our happiness as the ex- 
port trade. Everybody in this country, however, when he talks 
about foreign trade usually talks and thinks of export trade. Now 
it is axiomatic that to buy we must sell, and to sell we must buy. 
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The transaction must not be one-sided; it must be mutual. 
Europe and South America need us—but we need Europe and 
South America. Overproduction is already beginning to make 
itself felt here, and if our export trade is seriously cut down, 
industrial difficulties must spread in this country. 

Last advices from Chili, which we received in the bank the 
day before yesterday, quote the American dollar there as having 
gone to a 50 per cent premium. In other words, it is now selling 
for 7%4 pesos against a normal value of 5 pesos. That means if 
a merchant in Valparaiso, Chili, today owes a Chicago firm 
$100,000, it costs him $150,000 to pay his obligation. It might 
ruin many people if they were compelled to remit at this time. 
Because of these conditions brought about by the collapse in com- 
modity prices moratoria in Brazil and the Argentine are a possi- 
bility. They have already gone into effect in half a dozen other 
countries which could not pay under these conditions. 

The Brazilian situation is extremely grave because of the con- 
dition of the coffee and rubber markets. In 1913 crude rubber 
sold for $3.50 a pound. Today the producers of crude rubber in 
Brazil are having hard work getting 20 cents a pound. While none 
of us has noticed any particular decline in the price of coffee at 
the corner grocery—and the corner grocer is the last man to know 
that the price of coffee has declined—the wholesaler will tell you 
that the coffee for which he paid 18 cents a pound is worth only 
6 or 7 cents today in New York and perhaps 3% to 5 cents, ac- 
cording to the grade, in Santos. As a large part of the Brazilian 
exports consists of rubber from Para and coffee from Santos and 
Rio, you can readily understand the situation that exists in that 
country. 

Almost the same situation exists in the Argentine, where the 
principal exports are corn and hides. There is almost a complete 
suspension in the wool, hide and leather trade. It is almost impos- 
sible to buy or sell. I have as a client in Chicago a large firm 
engaged in the wool business. Let me tell you this instance to 
illustrate the peculiar mental attitude or psychology in the wool 
trade at present. Wool is quoted here and in Boston, which is the 
principal market, as unsalable—and it is unsalable. If you have 
any wool you will find that you cannot sell it, because nobody will 
make a bid for it. This Chicago client, however, conceived the 
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idea of buying some cheap wool. He had read that the Montana 
sheep-growers and clippers had had a splendid clip this year. 
Therefore he came to see me about a month ago with two of his 
buyers and I equipped him with a letter of credit for $100,000 and 
sent them off to Montana to buy wool. These men spent thirty 
days in Montana; they offered good American gold dollars to 
every farmer they met, but they could not buy a pound of wool. 
They would ask the farmer why, and the farmer would reply: 
“You don’t offer enough.” My client said that his answer to that 
was: “What is this wool quoted at in Boston today?” Now Bos- 
ton, as I told you a moment ago, is the only real wool market in 
this country. The farmer would say, “Six cents.” “Well, I will 
give you eight cents a pound in Montana for your wool.” The 
buyer and seller could not get together. There was a practical 
impasse, a suspension in the wool trade. Prices have declined so 
low that the sellers think if they sell now they are giving the 
commodity away ; and while some of the buyers would buy, many 
of them are afraid the price will go even lower. 

The situation in South America has lately grown very acute. 
Last spring a loan of $50,000,000, which had been made to the 
Argentine government, fell due in New York. The Argentine 
government wanted to renew the loan, but the American bankers 
thought they wanted to have their money back again. The result 
was that the Argentine government paid off the United States, but 
in order to pay us they went to London and borrowed the money 
there. Our attitude which compelled them to do that was, in my 
opinion, short sighted. Fifty million dollars, considering the fig- 
ures in which we have been dealing for the last year or two, is a 
mere bagatelle for the United States, but it is a considerable sum 
for the Argentine. 

We have been working hard in this country—or at least we 
want it thought that we have been working hard—to wean Cen- 
tral and South America from trading and banking with Europe. 
A transaction of this kind is not the way to do it. By it we are 
helping to throw South America back into European hands, and 
today, notwithstanding the condition of the European money mar- 
kets as a whole, South America can get a longer and better credit 
there than she can get in the United States. 

Our crops, nature having been kind and bountiful to us this 
year, are too big for home consumption. Europe is still hungry. 
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Our low-grade cotton is literally overflowing the warehouses of 
the south, It largely exceeds our home demand, while the spindles 
of many European countries are idle for lack of it. 

Experience seems to teach that most men throughout the world 
are honest. In the past Europe thought American business men 
were honest, otherwise Europeans would not have lent as freely 
as they did for the development of this country. America would 
not be what it is today had it not been for our ability to borrow 
in the old world. They trusted us in those hard-up days of ours, 
and we must trust them not only for their sakes but for our own. 
This is our problem, if we ever expect to get payment of the in- 
terest on the money which Europe already owes us. This is our 
problem if we value our own financial and social security. This is 
our problem if we would keep our own factories going and our 
own labor busy. An idle, unfed and discontented Europe is a 
menace to the security of the United States. 

There are one or two figures which I want to read to you that 
are interesting and have some bearing on what I have just been 
saying. I believe they are fairly accurate. 

It may not be generally known that with only six per cent of 
the world’s population and only seven per cent of the land surface 
of the world the United States produces : 

20 per cent of the world’s gold. 

25 per cent of the world’s wheat. 

40 per cent of the world’s iron and steel. 

40 per cent of the world’s lead. 

40 per cent of the world’s silver. 

50 per cent of the world’s zinc. 

52 per cent of the world’s coal. 

60 per cent of the world’s aluminum. 

60 per cent of the world’s copper. 

60 per cent of the world’s cotton. 

66 per cent of the world’s oil. 

75 per cent of the world’s corn. 

85 per cent of the world’s automobiles. 

In addition we also refine 80 per cent of the copper and operate 
40 per cent of the railroad trackage of the world. 

Believing these figures to be substantially correct, can we ex- 
pect to get on without an international market? It is impossible. 
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The domestic demand for funds continues strong, and the need for 
extending help to Europe and to South America is pressing. How- 
ever, it is generally true that money is forthcoming at some sort 
of a rate, and the time has apparently come when rates that a few 
years ago would have seemed very high may no longer be re- 
garded so. 

It is well to remember that money, while high, is only relatively 
so. Money as a commodity, during a period when other commodi- 
ties soared in price, advanced little in its cost to the consumer. 
The prices of most other commodities have advanced from 100 
per cent to 350 per cent, but money costs have increased on an 
average of only 25 per cent—and that in the face of a great in- 
crease in the cost of rendering banking service. The increase in 
the interest rates to the borrower has been less than the increase 
in the cost of any other element entering into production or dis- 
tribution. 

Foreign trade and foreign exchange, which go hand in hand, 
require immediate help. The situation is bad, but not to my mind 
hopeless. It will work out in time. We have all got to go on 
working and living and working for a living ; but things will work 
out much sooner and much better if not allowed to drift entirely 
by themselves. 

Some means must be found, and should be found speedily, for 
funding into a long term loan the ten billion dollars which the 
allied countries owe to our government. All of you have no doubt 
read from time to time suggestions in the newspapers and else- 
where to the effect that we should remit that debt or cancel it. In 
other words, that we should call it off. I am not at all sure that that 
would be the right thing to do. Asa matter of fact, I dissent from 
that opinion. I know from talking with the leading bankers of 
Great Britain that they would not listen for a moment to any can- 
cellation. The French have not declared themselves positively on 
the subject, but I do not believe they can afford to consent to it, 
and I believe the same thing is probably true of the Italians and 
the Belgians. There is a vast difference between compromising 
or canceling a country’s internal debts and failing promptly and 
properly to deal with a country’s external debts. What England, 
France, Belgium or any other foreign country may eventually do 
with its own internal debts is an absolutely different question from 
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that involved in this ten billion dollar loan. They may compromise 
with their own people, or they may even go to the extent of repu- 
diation ; but to do anything that would suggest repudiation or un- 
willingness to pay their external debts would blacklist them for all 
time in other countries. 

If the weight of that ten billion dollar debt could be taken off 
the foreign exchange market ; and if in addition to that some means 
could be found—and I think the means could be found easily 
among the banking and commercial interests of this country—for 
the funding into a five-year loan, let us say, of the floating debt of 
three or four billion dollars, so that these two debts which hang 
over the foreign exchange situation could be taken out of the way, 
I believe that within less than one year we would be back to some- 
thing approaching normal conditions. 

There is no short cut from the financial and economic troubles 
with which the world is today beset. Bankers, lawyers, doctors, 
economists and business men have been looking for some cure, 
some panacea for the financial ills which have surrounded us for 
the last year. There is nothing, however, but the old-fashioned 
way out—namely, hard work. In other words, the cure is not to 
be found in this nostrum nor in that, but only in the gradual and 
probably painful convalescence of the entire world through hard 
work, industry, thrift. 

A return to normal conditions need not be expected for some 
time. There are too many reasons why the world cannot get back 
at once to normal. 

Russia, for example, a great wheat-producing and consuming 
country, is not functioning at present. It has vanished from among 
us as though it had never been, and its place as a consumer and 
producer may not be filled for many a day to come. Russia will 
recover in time. Bolshevism will wear itself out, for it is in prin- 
ciple economically unsound. 

Germany, one of the greatest industrial countries in the world, 
and a large consumer of Brazil’s rubber and coffee, of America’s 
cotton and grain, is temporarily out of the market, and it will be 
some time before she is able to resume her place. 

There seems to my mind little doubt that Germany is emerging 
from the state of financial and economic chaos in which the end of 
the war found her. The Germans are a resourceful people. The 
one great mistake they made was in bringing on the late war. They 
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were conquering the world by peaceful penetration but they 
threw away their chances when they engaged in the world war. 
Commercially their country was growing more rapidly than any 
other. The Germans have a natural genius for developing new 
fields. Before the war commercial Russia was German Russia. 
So thoroughly had the German business man penetrated into that 
country that nine-tenths of Russian industries were directly under 
German control. The two countries, Germany and Russia, lie 
side by side, and it is natural in view of all that has gone before 
that they should trade together again in the future as the United 
States and Canada, being close neighbors, trade together today. 

None of us can say what will happen in the future—prophecy 
is always a dangerous thing—but it need not surprise any of us if 
within a few years Germany again gains control of commercial 
Russia. This, of course, is what France fears; but it is open to 
question whether the world has not more to fear from a Russia 
and a Germany in their present-condition than it would have to 
fear from a Germanized Russia, prosperous, industrious and con- 
tented. 

The German people have to overflow somewhere, and the 
logical outlet for them is into Russia. Before the war Germany 
was England’s greatest customer and England was Germany’s 
greatest customer. Until trade relations are re-established on 
something approaching a normal scale between these two great 
countries, the world’s trade will continue to be dislocated. 

England, the country whose affairs today are perhaps more 
nearly normal than the affairs of any other country, barring our 
own, is suffering acutely from many of the disabilities from which 
we suffer, including an acute lack of working capital. Eng- 
land is not at present able to discharge her former function as the 
world’s principal banker. No longer can we or other foreign coun- 
tries repair to the London market for cheap loans, for the British 
government itself is borrowing on a six per cent basis, and the 
English banks are paying five to five and one-half per cent on for- 
eigr: deposits. 

The prosperity of England, which is an industrial country, de- 
pends upon her ability to produce and manufacture more cheaply 
than can the countries to which she sells. England’s prosperity 
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therefore hinges almost completely upon her ability to keep down 
the cost of production. 

Many countries throughout the world are facing changes and 
far-reaching readjustments in their economic and financial life, 
and my opinion is that depression and perhaps hard times, not only 
in Europe but in this country, are not very far away. Deflation is 
under way and deflation is always painful. 

Customs tariffs will no doubt be revised both here and abroad. 
At any rate, they will be up for serious consideration and discus- 
sion, and the problem before the American people will be to de- 
cide whether we should permit foreign goods to come in as they 
have been coming in, and in that way enable the impoverished 
countries of Europe in some measure to offset their obligations to 
us, or we should go further and by reducing our tariffs on certain 
imported articles thereby stimulate the flow of European mer- 
chandise to this country. 

The war, fortunately, is over—although some of our rulers at 
Washington do not as yet seem to be aware of it. Deflation and 
contraction have set in. The dollar will buy a bigger loaf of bread 
and get a better day’s work done in the future than it has in the 
past. The time has come when the fiddler must be paid and there 
is only one way in which we can pay. That is by practising strict 
economy, working hard and saving our money. 
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EDITORIAL 


Publication Notice 


Arrangements are being made at the suggestion of the Ronald 
Press Company for the termination of the contract between the 
American Institute of Accountants and that company relative to 
the publication of THe JourNAL or AccouNTANCY. For nine 
years past the business affairs of this magazine have been man- 
aged by the Ronald Press Company, although the magazine has 
been the property of the American Association of Public Account- 
ants and later the American Institute of Accountants during the 
entire life of the contract. 

The American Institute of Accountants expects, beginning 
with the April, 1921, issue, to undertake the production of the 
magazine, with the exception of the mechanical processes, and 
attention is drawn to the matter now in order that readers may 
have due notice of the proposed change. 

All correspondence relative to advertising, subscriptions, etc., 
subsequent to the issue of March, 1921, should be addressed to 
135 Cedar street, New York. 

The ground floor of the institute’s building at that address 
will be used for publication purposes and is admirably suited 
therefor. 


Classification of Profits on Investments 


The question involved in the case of Brewster vs. Walsh in 
which a decision was recently handed down by the Connecticut 
district court is one of far-reaching importance and great inter- 


48 


pe, 


Editorial 


est to accountants. That question is whether profits realized on 
investments are capital or income. 

We shall not attempt to deal with the legal aspect of the ques- 
tion, but in the business and accounting world such profits would, 
we think, ordinarily be regarded as income. The average man 
also doubtless thinks that he can properly spend such profits with- 
out laying himself open to the charge of dissipating his capital : 
indeed he is likely to regard them as a peculiarly appropriate basis 
for expenditures on luxuries as being what is sometimes called 
“velvet.” 

There is a group of economists whose views are in accord 
with those of the district court that such profits are not income. 
This group includes those economists who solve the problem of 
living within one’s income for everyone by holding that whatever 
is spent is ipso facto income. We are very far from saying that 
this concept is useless or uninteresting, but we feel that it is so 
far at variance with the commercial concept of income that the 
economists in question would be well advised to adopt for it some 
name other than income. Fortunately there is a larger body of 
economists whose concept of income does include such profits as 
were involved in this case and is more closely in harmony with 
the accounting and commercial interpretation of the phrase. 

We should be sorry to see the meaning of the word “income” 
restricted by the courts either on legalistic grounds or on the basis 
of an interesting but unpractical economic concept in such a way 
as to limit the ability of congress to tax anything that is ordinarily 
regarded by the average citizen as being income. If a taxpayer 
by choosing investments, the fruits of which are to be expected in 
the form of the return of a larger sum at the end of a period of 
years rather than in annual income, can thereby escape the income 
tax altogether in respect of such investments, the opportunities to 
the rich taxpayer now offered by tax-exempt securities will be 
immensely enlarged and dissatisfaction with the tax will cor- 
respondingly increase. 

In our view it is desirable that the broadest possible interpre- 
tation should be given to the term income, leaving the determina- 
tion of the forms of income to be taxed to be considered by the 
legislative bodies. 
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Governmental Waste 

No one but a eulogist would ever describe the American as a 
frugal soul. The things we do we usually do with enthusiasm 
and abandon. We spend like drunken sailors and we save at 
times with a savage intensity, but we are not frugal as a nation, 
and most of us are wasteful as individuals. 

But the most lavish of us must regard with a feeling of amaze- 
ment the “thrift” campaign which is being waged by the United 
States government in an effort to induce the people of the coun- 
try to conserve resources. Perhaps the office of this magazine is 
exceptionally favored by the government, but if not and if the 
inundation of so-called “thrift” literature is felt equally by other 
offices, it seems to be time to say to some one in Washington, 
“Physician, heal thyself.” The reckless waste of stationery, cler- 
ical labor, mail service and what not indicated by the mass of 
paper which finds its way almost daily to the waste baskets in this 
office is enough to disgust anyone who stops long enough to con- 
sider the matter. 

We have said that the matter is cause for amazement, but that 
assertion is not strictly accurate. It might be better to say that 
the extravagance of the government in this one department would 
amaze anyone not acquainted with the way things are done and 
not done throughout the entire range of governmental agencies. 

For the past few years especially the value of the dollar— 
even the shrunken value of the dollar in trade—has been lost to 
sight in Washington and the departments have scattered broad- 
cast with never a thought of the harvest. What is being done by 
the “thrift” advocates is only a symptom of a prevalent disease. 
It is noticeable chiefly because it persists after some of the other 
symptoms are abating under the treatment of public condemna- 
tion. 

These things are of vital interest to every citizen who is a 
recipient of income however small. They are of peculiar interest 
in the days which intervene between today and March 15th when 
the majority of taxpayers will make returns. Direct taxation has 
its faults—some of us are more impressed by its faults than its 
merits—but this at least may be said of it: it brings home to the 
taxpayer as nothing else can do the importance of watching the 
national expenditure. 
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This year and for many years to come the American people 
will be called to bear a share of the expense incurred by reckless 
and worse public officers during the war and in the piping times 
of our almost peace. In all human probability the time will not 
soon come when official waste shall be unknown. We cannot expect 
perfection this side the millenium. Always there will be a por- 
tion of our tax burden imposed because of incompetence or wilful 
wrong-doing. But the recent orgy surpasses reason and its end 
should be hastened in every possible way—even in such compar- 
atively insignificant trifles as the “thrift” campaign. 

By the way, it would be of interest to learn something of the 
actual expense incurred in this campaign and of the results 
achieved. Some folk will tell us that it is difficult to trace the 
effects of an advertising effort, and therefore the results of the 
“thrift” movement must ever remain veiled. Suppose we admit 
so much for the sake of harmony. Suppose we admit that the 
effort may have achieved something worth while—we don’t really 
admit that, however. What is needed now is a definite cessation 
of waste—let the past be what it may. 


Saving by Sound Accounting 


The Chartered Accountant Students’ Society of London had 
as its guests at a recent annual dinner several prominent men of 
affairs. There was, of course, all the customary laudation of the 
society and the people represented in its membership. No pro- 
fessional or trade banquet in any part of the world can quite 
escape the manner of the pharisee’s prayer. But making due 
allowance for pride of self, society and profession, there were 
some things said which should be remembered. For example, 
Walter Runciman, formerly the secretary of the board of trade 
—a position which is as though the duties of the secretaries of 
commerce, labor, agriculture and the interior were rolled in one— 
replying to a toast, said that the representatives of the other 
learned professions had profound respect for chartered account- 
ants. Their services to the government departments had saved the 
country scores of millions of pounds. Translating that sum into 
dollars we find that accountants saved the British government 
hundreds of millions during the war. 
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The application of the statement is obvious. What was done 
in England should have been done here. Of course, it is well 
known that accountants here did save enormous sums for the 
government. The amount is not to be estimated with any assur- 
ance of an approach to accuracy. But what was saved is as 
nothing to what might have been saved if competent men had been 
permitted to advise and if their advice had been accepted. 

Speaking entirely aside from the party affiliations of anyone 
associated with this magazine, we doubt if one of our readers has 
failed to feel a little thrill of hope that the new year will bring 
about a departure from some of the wastefulness of the war and 
subsequent years. A change in administration generally leads to a 
housecleaning. Therefore, it may be that some of the things 
which most afflict us economically will have their ending ere long. 

What the accountant or other skilled advisor might have saved 
the country in the past is not now the question. What we ask is 
that all the ability and all the knowledge available be utilized in 
the days to come. They will be needed. 
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REGIONAL MEETING, CHICAGO, NOVEMBER 19, 1920 


A regional meeting of the American Institute of Accountants was held 
at the Congress hotel, Chicago, Friday, November 19, 1920. 

The following officers were elected to serve during the meeting: 

Chairman, Edward E. Gore, Chicago; secretary, C. R. Whitworth, 
Chicago. 

About three hundred accountants were in attendance, of whom approxi- 
mately fifty per cent were members of the institute. 

The states represented were Illinois, Indiana, Iowa, Kentucky, Mich- 
igan, Missouri, Ohio and Wisconsin. 

An invitation to hold the next meeting in Detroit was extended by F. A. 
Tilton. 

The invitation was unanimously accepted. 

It was resolved that the next meeting should be held April 8, 1921, the 
Friday immediately preceding the semi-annual meeting of the council of the 
institute. 

The chairman introduced Carl H. Nau, president of the American In- 
stitute of Accountants who suggested the appointment of an organization 
committee. 

Upon motion it was resolved that such a committee be appointed by the 
chair. The chair appointed the following: 

Chairman, Herbert M. Temple, St. Paul; Carl H. Nau, Cleveland; F. A. 
Tilton, Detroit; A. H. Hammarstrom, Clinton, Iowa; Charles G. Harris, 
Louisville. 

It was announced that the accountants from outside Chicago were invited 
to be the guests of the Chicago accountants at luncheon. 

A paper was presented by F. A. Tilton on the subject Treatment in Ac- 
counts of Losses Arising Through Fluctuations of Inventory Value. 

Discussion was opened by H. A. Finney. 

At 12 o’clock the meeting adjourned for luncheon. 

Upon resumption of business at 2 o'clock the following resolutions 
which had been prepared by the committee on organization were unani- 
mously adopted : 

Resolved, that for the purpose of regional meetings, the chairman of 
each meeting shall appoint the chairman for the local committee of arrange- 
ments for the succeeding meeting. 

The chairman so selected shall appoint a local committee of not less 
than five nor more than nine members, whose sole duty shall be that of 
preparing for the next regional meeting; and 


Be it further resolved, that the chairman of the regional meeting shall 
appoint a member of the institute in each state to confer as an advisory 
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board, whose duty it shall be to co-operate with the local committee in se- 
curing interest in and attendance at the meeting. 

Carl H. Nau delivered an address entitled The American Institute of 
Accountants. 

President Nau was followed by A. P. Richardson, secretary of the Amer- 
ican Institute, who invited all eligible accountants to file application for ad- 
mission to the institute and explained the method of examination and 
election. 

W. P. Hilton, a vice-president of the institute, spoke briefly on the ad- 
vantages of membership in the institute and the desirability of observing the 
highest ethical standards. 

J. D. M. Crockett of Kansas City addressed the meeting on the subject 
Should Legislation be Enacted, granting to Professional Accountants “Per- 
sonal Privilege” in respect to their Dealings with their Clients? 

The address was followed by discussion led by F. A. Ross of Chicago. 

Upon motion it was resolved that the meeting suggest to the American In- 
stitute of Accountants, in case an action should arise on the question of 
privileged communications in regard to an accountant, that the case should 
be supported by the institute and carried to the courts in order to obtain a 
decision. 

It was resolved that the resolution be transmitted to the secretary of the 
institute. 

D. Himmelblau of Chicago addressed the meeting on the subject Undis- 
closed Liabilities. 

The address was followed by discussion led by Roy Hall of Chicago. 

H. M. Temple addressed the meeting on the subject What Action should 
be taken by the Profession in relation to the Future Federal Revenue Laws? 

Discussion was opened by R. J. Beaman of Cincinnati. 

It was resolved that the meeting recommend to the institute the creation 
of a committee with the definite duty of considering new legislation relative 
to taxation. 

A general discussion followed on the subject of income-tax returns. 

The chair announced the following appointments to the regional 
committee : 


Herbert M. Temple 
J. D. M. Crockett 
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A resolution of thanks to the accountants in Illinois who had organized 
the meeting was adopted by a rising vote. 

The meeting adjourned at 5:30. 

An informal banquet was held at the Congress hotel at 6:30 P. M. The 
toastmaster was Edward E. Gore and the speakers were Carl H. Nau, pres- 
ident of the American Institute of Accountants; H. G. P. Deans, vice- 
president of the Merchants Loan & Trust Company, Chicago, who chose 
for his subject Some Problems of Foreign Exchange, and Keene H. Adding- 
ton, member of the Illinois bar, whose subject was Jnvested Capital from a 
Legal Standpoint as applied to Excess and War Profits Taxation. 


Wisconsin Society of Certified Public Accountants 
At a meeting of the Wisconsin Society of Certified Public Accountants, 
held December 10, a revised form of constitution and by-laws was adopted. 
Officers for the current fiscal year are: President, Carl Penner; vice-pres- 
ident, S. E. Barry; secretary and treasurer, H. D. Sampson. 


Marwick, Mitchell & Co. announce the opening of an office in Brussels, 
Belgium, at 11 rue de Namur, under the management of Leon C. Beukers, 
and an office in Marseilles, France, at 2 rue Paradis, place de la Bourse, 
under the management of L. Docquier and P. Woolford. 


Arthur Young & Co. announce the opening of branch offices at 192 Market 
street, Newark, New Jersey, under the management of M. C. Ruggaber and 
in the Pacific Finance building, Los Angeles, California, under the man- 
agement of George E. Dell. 


Arthur Young & Co. announce the admission to partnership of Charles 
R. Trobridge and J. Gordon Steele and the retirement of A. J. Baxter as 
of January I, 1921. 


W. P. Hilton & Co. announce the opening of a branch office at 910 
Harris Trust building, Chicago, Illinois, under the management of George 
Mahon. 


James O. Sully & Co. announce the removal of their offices to suite 311, 
260 California street, San Francisco, California. 


Marwick, Mitchell & Co. announce the removal of their London office to 
British Columbia House, 1 Regent street, S. W. 


Charles H. Steel announces the opening of an office at 320 Stephen 
Girard building, Philadelphia. 


Marwick, Mitchell & Co. announce the admission to partnership of Peter 
S. Barton and John P. Cash. 


Nau, Rusk & Swearingen announce the removal of their Cleveland office 
to 3334 Prospect avenue. 
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Income-tax Department 
Epitep By STEPHEN G. Rusk 


No treasury decisions that had reference to income tax were made dur- 
ing the past month. 

There have been many decisions by the board of review, by the solicitor 
of the department, and by the office, from which have been gleaned the more 
important that bear upon phases of the law that are met with considerable 
frequency by accountants. 

These opinions and decisions, given below, relate to such questions as 
income from exchange of property, sale of personal property on the instal- 
ment plan, and to such deductions as depreciation of intangible property, 
valuation of inventory, charitable contributions, life insurance premiums, etc. 

As the time is at hand when many returns must be made, the matters 
discussed in the following paragraphs become vitally interesting. 


Section 202, article 1563: exchanges of property. 
(Also section 213 (a), article 52.) A. R. K. 289 


The committee has had under consideration the appeal of A from the 
action of the unit in proposing an additional assessment of income tax for 
the years 1916 and 1817. 

The additional taxes grow out of the reorganization of the M Company, 
or rather the formation of the M Company of Delaware, and the exchange 
of its stock for stock of the M. Company of New Jersey. This exchange 
was made by giving three shares of the preferred stock of the New Jersey 
company, not redeemable and carrying dividends at the rate of 7 per cent, 
for four shares of preferred stock of the Delaware corporation, redeemable 
at 110 per cent of par and carrying dividends of 6 per cent, and five shares 
of the common stock of the new company for one share of stock in the old 
company. 

Two questions arise in connection with the pending appeal: one, whether 
any profit was made, and the other as to the year when the profit, if any, 
was made. Upon the first question the office has uniformly taken the posi- 
tion that stocks in different companies are essentially different properties, 
and that a taxable profit is realized if the value of the stock received in 
exchange is in excess of the cost of the stock so exchanged. 

The committee understands that the office has taken a similar stand 
with respect to other stockholders of the M Company. 

The committee therefore recommends that the ruling of the unit, holding 
the stockholders 0° the New Jersey company liable for any profit made by 
exchange of their stock for new stock in the Delaware corporation, be 
sustained. 

Upon the other question it appears that A exchanged a portion of her 
stock in 1916, but did not take advantage of the offer of exchange as to 
the rest until 1917. Clearly, although the right to make an exchange had 
been given her in 1916, no profit accrued to her until she actually made the 
exchange, and the action of the unit in holding the profit made by exchange 
subsequent to January I, 1917, as subject to tax under the rates provided 
for that year is correct and should be approved, 
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Section 214 (a) I, article 101: business expenses. O. D. 711 

Office decision 396 (bulletin 6-20), holding that premiums paid on a life 
insurance policy required as collateral for a loan are deductible as a business 
expense, is to be strictly construed. The policy must have been taken out 
for the sole purpose of using it as security for the loan. A taxpayer is not 
permitted to deduct the premiums paid on a policy taken out prior to the 
negotiations for a loan and later assigned to the lender as security for such 
loan. The subsequent assignment of the policy to the lender is merely in- 
cidental to the purpose for which the policy was secured, and no addi- 
tional expense is incurred or loss sustained by virtue of its temporary use as 
collateral. The increase in the cash surrender value of a policy accruing 
during the period it is used as collateral is not to be considered in com- 
puting the net income of the person who pays the premium. 

A corporation which takes out a policy on the life of one of its officers 
for the purpose of using the policy as collateral may not deduct the pre- 
miums paid thereon. 


Section 214 (a) 11, article 251: charitable contributions. O. D. 712 


Contributions or gifts made within the taxable year to corporations 
organized and operated exclusively for charitable purposes, which are de- 
ductible for income tax purposes from the gross income of individual tax- 
payers under section 214 (a) II, revenue act of 1918, have been construed 
to mean gifts of money or property. The value of services rendered to 
charitable institutions may not be allowed as a deduction under the aforesaid 
section. 


Section 202, article 1567: exchange of stock for other 
stock of no greater par value. Sol. Op. 72 


INCOME TAX: SECTION 202 (b), REVENUE ACT OF 1918 
Article 1567, regulations 45, as amended by T. D. 2870 and further amended 
y T. D. 2924, applied 

The question is raised as to the application of article 1567, regulations 
45, as amended by T. D. 2870 and T. D. 2924 in the case of the issue of 
no-par-value stock under an act of the general assembly of the state of 
Ohio, approved May 29, 1919. 

Section 202 (b) of the revenue act of 1918 provides in part: 

* * when in connection with the reorganization, merger, or con- 
tities of a corporation a person receives in place of stock or securities 
owned by him new stock or securities of no greater aggregate par or face 
value, no gain or loss shall be deemed to occur from the exchange, and the 
new stock or securities received shall be treated as taking the place of the 
stock securities, or property exchanged. 

Article 1567 of regulations 45 as amended by T. D. 2870 provides in 
part: 

So-called “no-par-value stock” issued under a statute or statutes, which 
require the corporation to fix in a certificate or on its books of account or 
otherwise an amount of capital or an amount of stock issued which may not 
be impaired by the distribution of dividends, will for the purpose of this 
section be deemed to have a par value representing an aliquot part of such 
amount, proper account being taken of any preferred stock issued with a 
preference as to principal. * * 

Although this article was osliaas amended by T. D. 2924 the portion 
quoted remains unchanged. 

The specific question presented is whether, if two existing corporations 
are consolidated under the act of the general assembly of the state of Ohio, 
approved May 29, 1919, by the exchange of no-par-value shares of the new 
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corporation for the entire assets and obligations of each of the existing 
corporations, and they each in turn are liquidated, the no-par-value stock 
of the consolidated corporation will be held under article 1567 of regula- 
tions 45, as amended, to have a par value for federal taxation purposes 
represented by the aliquot part of the total book value of the properties of 
the corporations which are consolidated and exchanged for the no-par-value 
shares in view of the provisions of the Ohio statute limiting the declaration 
of dividends to surplus profits arising from the business of the new cor- 
poration. 

An act of the general assembly of the state of Ohio, approved May 29, 
1919, provides: 

Section 1. Upon the formation of any corporation for profit under the 
laws of this state, * * * the articles of incorporation required by law 
may provide for the issuance of the shares of common stock of such cor- 
porations, without any nominal or par value, by stating in such articles: 

(a) The number of shares that may be issued by the corporation, * * * 

(b) The amount of capital with which the corporation will carry on 
business, which amount shall be not less than the amount of the preferred 
capital, if any, authorized to be issued, and in addition thereto as common 
capital a sum equivalent to five dollars, or to multiple of five dollars, for 
each share of common stock to be issued; but in no event shall the amount 
of common capital be less than five hundred dollars. * * * 

Such statements in the articles of incorporation shall be in lieu of any 
statements prescribed by law as to the amount of the capital stock, and the 
number of shares into which the same shall be divided, and the par value 
of such shares. 

Each share of such common stock without nominal or par value shall 
be equal to every other share of such stock, subject to the preferences given 
to the preferred stock, if any, authorized to be issued. * 

Section 2. No corporation formed pursuant to this act shall begin to 
carry on business or shall incur any debts until the amount of common 
capital stock stated in its articles of incorporation shall have been fully paid 
to the corporation in money or in property taken at its actual value; * * 

No such corporation shall declare or pay any dividend out of capital or 
which shall reduce the amount of its common capital below the amount 
stated in the articles of incorporation as the amount of such capital with 
which the corporation will carry on business. * * 

Section 3. For the purpose of any rule of law or of any statutory pro- 
vision (other than as provided for in this act), relating to the amount of 
the capital stock of a corporation or the amount or par value of its common 
shares, the aggregate amount of the capital stock of any such corporation 
formed or reorganized pursuant to this act shall be deemed to be the 
aggregate amount, preferred and common, respectively, stated in the articles 
of incorporation or any amendment thereof, * * * as the amount of 
capital with which the corporation will carry on business; and for the same 
purpose the amount or par value of each share of common stock shall be 
deemed to be an aliquot part of the aggregate common capital so stated in 
such articles of incorporation or any amendment thereof, or certificates of 
reorganization. * * 

Section 3 of the act above quoted practically parallels the portion of 
article 1567, as amended, which is here involved. A careful reading of the 
portions of the act quoted leaves no room for argument that upon the facts 
presented the shares of no-par-value stock issued by the consolidated cor- 
poration will be deemed to have, for the purposes of federal taxation, a par 
value representing an aliquot part of the amount of capital with which the 
corporation is to carry on business as stated in its articles of incorporation. 
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Under the provision of section 2, quoted, the net value of the assets of the 
corporations which are consolidated must be not less than the amount of 
capital so stated, but it is not required to be in excess of that amount. If, 
in fact, the net value of the assets exceed the amount of capital specified 
in the articles of incorporation, it is clear that such excess will constitute 
paid-in surplus out of which dividends might be paid. 

It is accordingly so held, 
Section 213 (a), article 42: sale of personal property on 

installment plan. O. D. 715 

In the case of sales of personal property where substantial initial pay- 
ments are made (more than 25 per cent of sale price), article 42 of regula- 
tions 45 provides that obligations of the purchasers are to be regarded as 
the equivalent of cash. It is recognized that in many sales of this type 
the obligations of purchasers, even though represented by notes or other 
paper in negotiable form, cannot be discounted or otherwise converted 
into cash without material loss because of lack of credit on the part of the 
buyer and the nature of the property covered by such contracts. The 
obligations of the purchasers in those cases can scarcely be considered the , 
equivalent of cash in any sense, and it is not contemplated by the regula- 
tions that such obligations are required to be so treated. On the other 
hand, the profits from such sales may be computed in accordance with the 
rule prescribed in cases of the sale or contract for sale of personal property 
on the installment plan, provided, of course, the taxpayer chooses to do 
sO as a matter of consistent practice, and provided a statement is attached 
to the taxpayer’s return disclosing the fact and showing conclusively that 
the obligations of the purchasers are not the equivalent of cash, 
Section 213 (b), article 80: liberty bond exemption after 

December 31, 1918. O. D. 718 

In case a taxpayer converts his liberty bonds or victory notes originally 
subscribed for from one denomination into another, or from registered 
bonds into coupon bonds, or vice versa, he may be considered the original 
subscriber to the new bonds or notes for the purpose of the collateral 
exemptions, if the new bonds or notes are of the same issue as the ones 
originally subscribed for. 
Section 214 (a) 8, article 163: depreciation of intangible 

property. O. D. 721 

The following schedule of the terms of patents and trade-marks in 
various countries is published for the information of taxpayers: 


Country Term of patent Term of trade-mark 
Great Britain.. | 16 years. Extended from 14 years 
by act of Parliament, 1919...... 14 years renewable. 
France......... 5, 10 or 15 years from filing of ap- 
Germany....... 15 years from next day after filing. | lo years renewable. 
Russia......... 1 to 10. 
special 25 years re- 
newable, 
Switzerland. ...| 10 years for chemical process..... | 20 years renewable. 
1s years from filing.............. 
Sweden........ 1s years from filing.............. 10 years renewable. 
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The duration of patent rights in Great Britain was extended from 14 
to 16 years in I919 (see 9, and g and 10, Geo. V, c. 80, Chitty, Annual 
Statutes, 1919, p. 423). No corresponding change seems to have been made 
with respect to trade-marks. Important patent legislation is now pending in 
France which will radically change the existing law if passed. 

The only actual change in duration of patents and trade-marks since 
1909 in the countries named seems to have been in Great Britain, as indi- 
cated above. 


Section 214 (a) 8, article 167: depreciation of patent or 
copyright. (Also section 326, article 843.) A. R. M. 95 


REVENUE ACT OF IQI7 


The committee has had under consideration the appeal of the M Com- 
pany, from the action of the income-tax unit in disallowing for the taxable 
year I917, an item of sox dollars covering depreciation on certain patents. 

In January, 1902, the M Company, then a newly organized corporation, 
acquired ownership of eight patents issuing therefor to A, the patentee, g0ox 
dollars of stock of the corporation. This amount was subsequently in- 
creased 2% dollars by expenses of acquisition. The patents so acquired, 
except one, issued in 1900, had expired prior to January 1, 1917, but as of 
March 1, 1913, all but one were in effect. Fifteen new patents had, how- 
ever, been added to the company’s patents between date of incorporation 
and March 1, 1913. These additional patents were not capitalized. No 
depreciation was taken by the taxpayer on the patents which were capitalized, 
until the year 1917, when 1/17 of the book value was charged to expenses, 
notwithstanding the fact that all except one of them had expired prior to 
January I, 1917. 

The taxpayer relies upon articles 167 and 843 of regulations 45, and 
upon treasury decision 2929, amending article 163 of regulations 45, in 
support of his action. 

It is assumed the actual value at date of acquisition of the patents by the 
issuance of stock has been determined by the income-tax unit, since this 
question is not at issue before the committee. 

The case then comes clearly under the provisions of article 174, paragraph 
552, and article 167, paragraph 494, regulations 33, revised, governing the 
collection of the income tax imposed by the revenue act of 1917. 

Article 174, paragraph 552, provides: 

An allowable deduction for any given year for return of capital invested 
in patents at the time of issue, will be an amount equal to 1/17 of the actual 
cost in cash or its equivalent of such patents. 

This paragraph of article 174 was subsequently amended by advisory 
tax board recommendation 59, September 9, 1919, to provide as follows: 

Depreciation of patents acquired prior to March 1, 1913, should be taken 
on the basis of their fair market value as of that date, if affirmative and 
satisfactory evidence of such value is offered. 

Article 167, paragraph 494, provides: 

Good will represents the value attached to a business over and above 
the value of the physical property, and is such an intangible asset that it 
is not subject to wear and tear and no claim for depreciation in connection 
therewith can be allowed. Any loss resulting from or on account of in- 
vestment of good will can be determined only when the property or business 
to which the good will attaches is sold or disposed of, in which case the 
profit or loss will be determined upon the basis of the value of the assets, 
including good will, if acquired prior to March 1, 1913, or their cost if 
acquired subsequent to that date. 

The basis for deduction authorized under the provisions of article 174 
is the return of capital on an asset, the use of which in the trade or business 
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is definitely limited in duration. The taxpayer did not elect, during the life 
of the patents acquired in 1902, to provide for this return of capital. Had 
he made this provision his surplus for invested capital purposes under the 
revenue act would have been correspondingly reduced. 

He, therefore, cannot now claim in a high taxable year, after the ex- 
piration of the life of the patents, an amount equivalent to 1/17 of the cost, 
thereby securing the benefit not only of a reduction in his taxable income 
for the year 1917, but the advantage of the investment, which in value is 
subject only to the definite limitations prescribed by the act and the 
regulations. 

The committee therefore sustains the action of the income-tax unit in 
disallowing the item of sox dollars claimed by the taxpayer in the taxable 
year 1917, as a deduction based on 1/17 of the cost of said patents. 


Section 301, article 711: Imposition of tax. (Also section 
214 (a) 4, 5, 6, article 141.) A. R. M. 96 


REVENUE ACT OF IQI7 


Held, that an individual who is engaged in more than one business, the 
income from which is taxable under different provisions of the law and 
regulations, may not deduct losses sustained in the one from gains or profits 
made in the conduct and operation of the other for the purpose of comput- 
ing the excess profits tax for 1917. 

The committee is in receipt of a memorandum from the income-tax unit 
in which the statement is made that the unit has consistently held that in- 
divual taxpayers who suffered losses in 1917 from transactions which, had 
they resulted in a profit, would have been taxable under the provisions of 
section 201 of the revenue act of 1917, can not deduct such losses from 
income derived from a business in which there is no invested capital or not 
more than a nominal capital as provided in section 209 of the statute. 

It is pointed out in the memorandum that cases arise in which losses are 
sustained in a business requiring the use of capital, and that such business 
may be closely related to the character of the business from which the 
individual taxpayer receives a salary or commissions which are taxable at 
the 8 per cent rate under the provisions of section 209. It is suggested that 
the ruling may be correct, but that it works a great hardship in many cases. 
Advice is requested as to whether the consistent action of the unit dis- 
allowing such losses for the purposes of the excess profits tax is correct. 

It appears that A is a member of a partnership dealing on the Y ex- 
change and that he receives for his services from such partnership a salary. 
In addition to the salary received for services rendered, it appears that A 
on his own account is engaged in the same general class of business as that 
of the partnership. A loss was sustained in such business and his represen- 
tative strongly urges that since such loss was incurred in a business closely 
related to that in which the partnership was engaged he should be entitled 
to deduct such losses from the salary received, for the purpose of deter- 
mining the income subject to tax at the 8 per cent rate under the provisions 
of section 209. 

Section 200 of the revenue act of 1917 provides that when used in this 
title “the terms ‘trade’ and ‘business’ include professions and occupations.” 

Article 8 of regulations 41 reads as follows: 

In the case of an individual, the terms “trade,” “business,” and “trade or 
business” comprehend all his activities for gain, profit, or livelihood, entered 
into with sufficient frequency, or occupying such portion of his time or 
attention as to constitute a vocation, including occupations and professions. 
When such activities constitute a vocation they shall be construed to be a 
trade or business whether continuously carried on during the taxable year 
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or not, and all the income arising therefrom shall be included in his return 
for excess profits tax. 

In the following cases the gain or income is not subject to excess profits 
tax, and the capital from which such gain or income is derived shall not be 
included in “invested capital”: (a) Gains or profits from transactions entered 
into for profit, but which are isolated, incidental, or so infrequent as not 
to constitute an occupation, and (b) the income from property arising 
merely from its ownership, including interest, rent, and similar income 
from investments except in those cases in which the management of such 
investments really constitutes a trade or business. 

Article 14 of regulations 41, as amended by treasury decision 3017, reads 
in part as follows: 

A. Trades or businesses having no invested capital or not more than a 
nominal capital, including, in the case of individuals, occupations in which 
they receive salaries, wages, fees, or other compensations; and 

B. Trades or businesses having more than a nominal capital. 

In the case of a corporation or partnership, all the trades and businesses 
in which it is engaged shall be treated as a single trade or business (as pro- 
vided in section 201), and all its income from whatever source derived shall 
be deemed to be received from such trade or business, and if in such trade 
or business, considered as a unit, such corporation or partnership employs 
more than a nominal capital (whether invested, borrowed, or of any other 
character), it will not be entitled to be assessed under the provisions of 
section 200. 

Iriasmuch as all the trades or businesses in which a corporation or part- 
nership is engaged are treated as one, a corporation or a partnership shall 
be allowed either the deduction provided for in section 203 or the deduction 
provided for in section 209 (depending on the character of its trade or busi- 
ness), but not both. 

In the case of an individual cach trade or business in which he is engaged, 
the net income from which is subject to the excess-profits tax, shall be classi- 
fied as provided in this article. Each trade or business in class A shall be 
taxed as provided in article 15, and each trade or business in class B shall be 
taxed as provided in article 16. If an individual is engaged in two or more 
trades or businesses, in one of which he employs more than a nominal capital 
(whether invested, borrowed, or of any other character), he will be assessed 
under the provisions of section 209 only as to those trades or businesses in 
which he employs no invested capital or not more than a nominal capital; 
and as to all others, he will be assessed under section 201. 

If an individual has more than one business with invested capital, they 
will all be regarded as one, and (under the provisions of section 203) only 
one deduction will be allowed; if he has more than one business with not 
more than a nominal capital, they will be regarded as one, and (under the 
provisions of section 209) only one deduction will be allowed. If he has 
both kinds of businesses, he will be regarded as having two businesses, and 
there will be two deductions, but not more than two. (See articles 35 and 
36, regulations 41.) 

Article 35 of regulations 41 deals with the determination of net income 
of individuals where there is no invested capital or not more than a nom- 
inal capital, and provides as follows: 

The net income which is derived from a trade or business having no in- 
vested capital or not more than a nominal capital, including salaries, wages, 
fees, or other compensations (constituting net income of class A as defined 
in article 14) shall be determined for the taxable year by adding the total 
net income from all such sources (or in the case of a nonresident alien in- 
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dividual the total net income from all such sources within the United States) 
as reported for income tax purposes for the same year. 


The inquiry here presented for consideration is whether an individual 
taxpayer engaged in two businesses: (1) Requiring invested capital and 
(2) requiring no invested capital or not more than a nominal capital, may 
deduct losses sustained in either from profits derived from the other. It 
has been consistently held that an individual may be engaged in more than 
one business, and even though such businesses may be closely related the 
losses in one may not be deducted from the profits of the other unless both 
lhusinesses are taxable under the same provisions of the law. 


In the instant case submitted with request for advice, it appears that A 
was engaged in two businesses during 1917; that these businesses may have 
been closely related and that from one he received a salary and from the 
other, in which he was trading on his own account with capital, he sus- 
tained a considerable loss. If he had shown a profit from both businesses 
there can be no question but that the income-tax unit would not have per- 
mitted the consolidation of such profits for the purpose of computing the 
tax, for the reason that the income derived from one business was clearly 
taxable under the provisions of section 209, and had there been income 
from the other business it would have clearly been taxable under the pro- 
visions of section 201. This being true, there is no sound argument why 
the losses sustained in business by A trading on his own account with cap- 
ital may be deducted from the salary received for services rendered to a 
partnership of which he was a member. 


In a prior committee recommendation it was held that a member of a 
banking firm was subject to excess-profits taxes on certain commissions re- 
ceived in 1917 from the sale of certain coal properties which were owned by 
a corporation of which the member of the firm owned a considerable part 
of the capital stock. It was there held that the commissions grew out of 
a transaction which was made possible through his banking connections and 
through his ownership of stock in the coal company. Had the amount re- 
ceived been profits on the sale of something which the individual member of 
the banking firm owned, such profits would not have been subject to the 
excess-profits tax under the provisions of section 209 but would have been 
subject to such tax under the provisions of section 201, provided the mem- 
ber of the banking firm devoted sufficient time and attention to the deal to 
constitute a trade or business. 


Under the foregoing quoted provisions of the regulations the commit- 
tee finds that A is engaged in two businesses: (1) As a member of a part- 
nership from which he received a salary and (2) trading on the Y exchange 
on his own account with capital out of which the losses in question arose. 
If under the law and regulations the income from both businesses could not 
be combined for the purpose of computing excess-profits tax, it is thought 
that since there was a loss in one of the businesses in which the taxpayer 
was engaged, such loss may not properly be deducted from income clearly 
taxable under the provisions of a separate and distinct section of the statute. 
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The examination questions of the American Institute of Accountants 
are now used by thirty-two state C. P. A. boards as well as by the institute. 
Readers of THe JourNAL oF ACCOUNTANCY who were candidates in the 
November examinations conducted by these boards or by the institute are, 
therefore, already familiar with the problems. These solutions, it should 
be understood, merely represent the opinion of the editor of this department 
and are not official solutions by the institute. 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE 
PART I 
November 16, 1920, 1 P. M. to 6 P. M. 
Answer questions I and 2 and any three other questions. 


Question I: 


Tue NATIONAL SHALE Brick Company, INC. 
Trial balance—October 31, 1920 


Bonds—First mortgage 150,000.00 
Buildings : 

Dryer tunnels ...... 

Mill—pans and machines 10,000.00 

Capital—1,o00 shares at 100,000.00 
Coal on hand . 1,200.00 
Gas coal used—kiln firing ...................4. 55,000.00 
1,000.00 
Inventory—bricks, November I, I1919............ 5,711.75 
Labor: 

12,000.00 
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Materials and supplies used: 


Machinery and equipment: 


Materials and supplies on hand.................. 1,800.00 
Office supplies and expense...................4-. 2,500.00 
600.00 
Quarry rentals paid in advance .................. 7,500.00 
Sales—coke—net . 7,000.00 
Sales—broken and spoiled ‘brick—net 2,090.00 


Steam coal used: 


$774,561.75 $774,561.75 


The foregoing is the trial balance of the National Shale Brick Company, 
Inc., manufacturers of shale bricks. The operations consist of (1) blasting, 
digging and conveying the shale to the machines, called quarrying; (2) 
grinding, mixing and moulding the wet bricks, called pans and machines; 
(3) drying; (4) building the bricks in the kiln and preparing the kiln for 
firing, called setting; (5) burning or kiln firing; (6) opening the kiln and 
unloading and stocking the burnt bricks, called unloading. 


The kilns are equipped with gas burners, the gas being produced on the 
premises. Some coke is obtained from the gas producer, which is sold. 


The production reports for the year ended October 31, 1920, are: 
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Bricks sold during the year were 14,500,000. 
The inventories of bricks on hand November 1, 1919, were as follows: 


Burned bricks im yard 55,000 @ $16.25 $ 893.75 
Bricks burning in kilns ................ 100,000 @ 10.20 1,020.00 
Green bricks in dryers .................. 50,000 @ _ 5.60 280.00 

$5,711.75 


The candidate is required to calculate the number of bricks on hand 
October 31st, but is advised that, of the total, 100,000 are in the kiln com- 
pletely burned, 250,000 are in process of burning, 100,000 green bricks are in 
the kiln. Bricks in process of burning and drying are taken as averaging 
half the process. Shale and wet bricks from the machine are used as pro- 
duced and no inventory is taken into account. 

The inventories are priced at cost. In the case of burnt bricks work over- 
head is included; in other cases it is excluded. 

The shale bed is rented, rental being payable at the end of each year on 
the tonnage used. This is calculated at the rate of 3% tons per thousand wet 
brick, and the rate is 10 cents per ton. The agreement provides for a mini- 
mum rental of $4,000.00 per annum. In case the quantity of shale used is 
not sufficient to make the $4,000.00, the company is allowed to retain the 
difference out of subsequent years in which the quantity used may amount 
to more than $4,000.00. 


Depreciation: 


Power is divided 10% to kiln firing, 90% to pans and machines. 
Prepare statements showing cost of manufacture, cost per thousand bricks 
for each operation, profit and loss account and balance sheet. 


Answer to Question 1: 


The first step is to determine the quantities passed through or half 
through each process and the quantities in the inventories at each stage of 
production. 


Exhibit A 
SCHEDULE OF QUANTITIES PROCESSED AND IN INVENTORIES 
October 31, 1920 


Wet bricks produced during the year............ 18,000,000 
Deduct bricks spoiled in pans and machines........ 400,000 
Good and carried to dryers. 17,600,000 
Add green bricks in dryers, Nov. 1, 1919........ 50,000 


Deduct bricks spoiled in drying.................. 850,000 
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Good bricks dried and in process of drying....... 16,800,000 
Deduct inventory of half dried bricks, Oct. 31, 1920 *800,000 
Add bricks in kilns, November 1, 1919: 

Total bricks in kilns ...... 16,380,000 
Deduct bricks spoiled in burning...... 830,000 
Bricks burned, half burned, and green in kiln..... 15,550,000 
Deduct bricks in kilns at October 31, 1920: 

Half burned ......... 250,000 

Good bricks taken from kilns...... pee SS 15,100,000 
Add burned bricks in yard, November 1, 1919... . 55,000 
Total good bricks available for sale.............. 15,155,000 
Deduct bricks sold during the year........ side i 14,500,000 
Inventory of bricks in yard, October 31, 1920..... : 655,000 

Summary of inventory, October 31, 1920 

800,000 


The next step is to compute the cost of each process in total and per 
thousand bricks, and the accumulated cost of the bricks passed through each 


process. 
QUARRYING Exhibit B 
Material and supplies 3,000.00 
Quarry rentals: 18,000,000 @ $.35 per M......... 6,300.00 
Depreciation—machinery and equipment (10% of 


Total quarrying cost ....... $24,300.00 


* Assumed in order to reduce 16,800,000 to 16,000,000. 
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Although 18,000,000 wet bricks were produced, only 17,600,000 were good 
and put into the dryers. 

$24,300.00 -- 18,000 = $1.35, cost per M of wet bricks produced. 

$24,300.00 — 17,600 = $1.38, cost per M of bricks put into dryers. 


PANS AND MACHINES Exhibit C 
Depreciation : 

Mill—(5% of $ 500,00 

Machinery and equipment—(10% of $50,000) . 5,000.00 5,500.00 
Power—o0% (see exhibit D).................... 17,775.00 
Total cost of pans and machines process.......... $74,275.00 


$74,275.00 — 17,600 = $4.22, cost per M of 17,600,000 bricks for P. and M. 
process. 


Accumulated cost: 


Cost of quarrying (see exhibit B)............... $24,300.00 
Cost of pans and machines process................ 74,275.00 


Total cost of 17,600,000 bricks through P. and M. 


$08,575.00 — 17,600 = $5.60, cost of 17,600,000 bricks through P. and M. 
process. 


Power Cost Exhibit D 
Depreciation : 
Power-house—(5% of $ 250.00 
Power-house machinery—(10% of $15,000)... 1,500.00 1,750.00 
Distribution : 
Pans and machines—9o% $17,775.00 
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DryINnc Exhibit E 
Depreciation—dryer tunnels—(714% of $10,000) .. 750.00 


The computation of the drying cost per M is not as simple as in the cases 
of quarrying and pans and machines, because of the fact that some of the 
bricks have been fully dried during the year while others have been only 
half dried, and because of the further fact that some of the bricks were 
spoiled in drying. ‘This spoilage cost should be charged against the dried 
bricks removed from the dryers, and no portion of it should be charged 
against the half-dried bricks still in the dryers. This is because the spoilage 
is determined when the bricks are taken out of the dryers and is applicable 
only to those taken out. Presumably, when the bricks still in process of 
drying are taken out, more spoilage will be discovered, and this additional 
spoilage will be chargeable to the bricks now in process. 

With some bricks fully dried and others half dried, it is necessary to 
compute the equivalent in terms of fully dried bricks in order to compute 
the rate per M for full drying. At November 1, 1919, there were 50,000 
bricks in the dryers, which the problem states are to be taken as averaging 
half dried. Completing the drying of these bricks was, therefore, equivalent 


During the year 17,600,000 bricks were put into the dryers; 

of this number 800,000 are half dried, which is the equiva- 

The remaining 16,800,000 were fully dried. Adding these.... 16,800,000 


makes the total dry for the year (including bricks spoiled) 


Then $15,250 + 17,225 = $8853, drying cost per M of all bricks. good 
and spoiled. This rate is applied to the 800,000 bricks still in process of 
drying at October 31, 1920, with the result that no spoilage expense is in- 
cluded in their cost. 

The cost of the bricks in process of drying is: 


Cost through P. and M. process: 


Cost of half drying: 
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The cost of the 16,000,000 good bricks dried will include all the costs of 
quarrying, pans and machines and drying, minus the cost of the bricks still 
in process of drying. As no spoilage has been included in the cost of the 
bricks still drying, the entire spoilage is thrown into the cost of the bricks 
which have been fully dried. The cost of the 16,000,000 good bricks dried is: 


Green bricks in dryers, November 1, 1919........ 50,000 $ 280.00 
Bricks from P. and M. during the year........... 17,600,000 98,575.00 
Less cost of half-dried bricks (as above)......... 800,000 4,834.00 
16,850,000 
epoiled Grying 850,000 


The accumulated cost per M of bricks through the drying process is: 
$109,271.00 -—- 16,000 = $6.83. 
The cost of the drying process per M, including the entire spoilage cost, 
can be computed thus: 


Cost of good bricks dried per M..................-008: $6.83 
Cost per M through pans and machines................ 5.60 
Drying cost per M good bricks...............00eeee5: $1.23 


The difference between this $1.23 rate and the $.8853 drying rate com- 
puted above should be clearly understood. The $.8853 rate includes only the 
direct expenses of drying, while the $1.23 includes the cost of the spoiled 
bricks wasted in drying. The first rate includes no spoilage and is applic- 
able to the bricks still in the dryers; the second rate includes all of the 
spoilage and is applicable to the good bricks taken out of the dryers. 


SETTING Exhibit F 
Total cost of setting 16,000,000 bricks............ $27,750.00 


Then $27,750 + 16,000 = $1.73, setting cost per M. 
The accumulated cost of the bricks set in kilns is: 


Total cost of dried bricks set................ 137,021.00 


And $137,021 - 16,000 = $8.565, cost per M set. 
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BuRNING Exhibit G 
Depreciation : 
Tunnel kilns—(71%2% of $150,000)........... $11,250.00 
Periodic kilns—(10% of $100,000).......... 10,000.00 
Gas producer—(10% of $50,000)............ 5,000.00 26,250.00 
Power—10% (see exhibit 1,975.00 


This burning cost must be distributed in such a way that the spoilage will 
all be charged to the bricks removed from the kilns and no portion of it 
against the burned and half-burned bricks still in the kilns, Therefore, it is 
necessary to compute the burning cost per M without including spoilage, and 
apply this rate to the burned and half-burned bricks still in kilns. The cal- 
culation of this rate is complicated by the fact that some of the bricks were 
fully burned and some were only half-burned during the year, and hence it 
is necessary to determine the equivalent of these quantities in terms of fully 
burned bricks. 


Exhibit A shows that.. 15,100,000 good bricks were taken from the kilns; 


RR 830,000 spoiled bricks were taken out, 

making a total of..... 15,930,000 burned bricks removed. But this 

total included......... 200,000 fully burned bricks in the kilns at No- 

vember I, 

Of this balance........ 15,730,000 

there were............ 100,000 half burned at November 1, 1919. 

15,630,000 were fully burned and removed during 
——— the year. 


The year’s burn, therefore, consists of the following: 


100,000 half burned at November 1, 1919, equivalent to.... 50,000 
Good and spoiled bricks burned and removed during the year 15,630,000 
Burned bricks in the kilns at October 31, 1920............. 100,000 
250,000 half burned at October 31, 1920, equivalent to...... 125,000 
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Then $144,225.00 = 15,905 — $0.068, cost of burning per M (not in- 


cluding spoilage). 


This rate is applied to the burned and half-burned bricks in the kilns at 
October 31, 1920, with the result that no spoilage cost is added until the 
bricks are removed from the kilns. The total quarrying, pans and machines, 
setting and burning cost of the bricks in the kilns at October 31, 1920, is: 


100,000 fully burned: 


Burning cost: $9.068 x 100 = ....... 906.80 

Total (@ $17.623 per M)............ $1,762.30 
250,000 half burned: 

Cost ast: x 290 = $2,141.25 

Burning cost: $9.068 x 125 =........ 1,133.50 


Total (@ $:3.099 per M)............ 3,274.75 


100,000 green : 


Total cost of bricks still in kilns......... $5,803.55 


The next step is to compute the cost, not including work overhead, of 
the 15,100,000 fully burned bricks taken from the kilns, which is done as 


follows: 


Inventories of bricks in kilns, November 1, 1919: 


Cost of bricks set during the year (exhibit F).... 16,000,000 137,021.00 
Total cost through burning process............... 16,380,000 $285,784.00 
Deduct inventories in kilns October 31, 1920: 

burned ..........;. 250,000 3,274.75 

100,000 450,000 856.50 $ 5,893.55 
15,930,000 $279,800.45 
Spoiled in burning .......... 830,000 sold for 2,000.00 
Cost of burned bricks re- 

moved from kilns....... 15,100,000 $277,800.45 
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Note: It is possible that some of the spoiled bricks sold had gone no 
further than the drying process and were sold after having been spoiled there. 
If that is the case, the entire $2,000.00 should not be deducted from the burn- 
ing cost, but I am assuming that a spoiled green brick would not be salable. 
It will be noted that the $2,000.00 deduction is not made until after adding 
burning cost to the burned and half burned bricks still in the kilns. This is 
because the cost of these bricks should not be affected by spoilage expense 
nor by salvage from spoiled bricks. 


The next step is to determine and distribute the work overhead. 


Work OVERHEAD Exhibit H 

Depreciation—sheds and stables (20% of $2,000)............... * 400.00 


In distributing the overhead a literal interpretation is given to the sen- 
tence in the problem: “In the case of burnt bricks work overhead is in- 
cluded; in other cases it is excluded.” There were burnt bricks in the kiln 
a year ago and there are burnt bricks there now. It is assumed that over- 
head had been added to the 200,000 burnt bricks in the kilns at November 
I, 1919; hence, of the 15,100,000 bricks removed during the year, overhead is 
to be added to only 14,900,000. In addition, overhead must be added to the 
100,000 burnt bricks still in the kilns at October 31, 1920. The distribution 
is therefore as follows: 


14,900,000 bricks burned during the year and removed from kilns: 


100,000 bricks burned during the year and left in kilns: 


The total cost of the bricks in the kilns at October 31, 1920, and the total 
cost of those taken from the kilns, can now be computed. 


100,000 green bricks in kilns (as Total PerM 
$ 856.50 $ 8.565 
250,000 half-burned bricks (as 


100,000 burned bricks in kilns: 


Cost set and burned (as above).... $ 1,762.30 
Add portion of work overhead..... 106.00 1,868.30 18.683 


“If the horses and carts are used in quarrying, the depreciation on horses and 
carts (not provided for in the problem) and on sheds and stables, should be included 
in quarrying cost; if used in unloading, the depreciation should be included in that 
process. It is possible that it should be divided between these two and perhaps other 
processes. For this reason it is included in the overhead. 
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15,100,000 burned bricks removed from 


kilns: 
Cost set and burned (as above).... $277,890.45 
Work overhead on 14,900,000. ..... 15,794.00 $293,684.45 $ 19.4493 
UNLOADING Exhibit 1 
Total cost of unloading 15,100,000 bricks................ $ 34,000.00 


Then $34,000 + 15,100 = $2.25, unloading cost per M. 


The total cost of the bricks put into the yard during the year is: 


Cost burned, including work overhead (as above)........ $293,684.45 
scons 34,000.00 
Total cost of 15,100,000 bricks put into yard......... $327,684.45 

Then $327,684.45 + 15,100 = $21.70096, cost per M of finished bricks. 
Cost oF SALES Exhibit J 
55,000 bricks in yard, November 1, 1919 (per problem)... $ 893.75 
14,445,000 bricks manufactured during year (@ $21.70096)... 313,470.33 


The inventory of burned bricks in the yard is 655,000 (see exhibit A), 
and their cost is $21.70096 x 655, or $14,214.12. 
Exhibit K 
Tue NationaL SHALE Brick Company, INc. 
Statement of Cost of Bricks Manufactured and Sold 
November 1, 1919, to October 31, 1920 
Number Cost PerM 
Quarrying cost (exhibit B)............ 18,000,000 $24,300.00 $ 1.35 


400,000 
Cost of bricks put in pans and ma- 
17,600,000 $24,300.00 1.38 
Pans and machines cost (exhibit C).... 74,275.00 4.22 
Total cost of bricks put in dryers.... 17,600,000 $08,575.00 5.60 
Add half-dried bricks in dryers, Nov. 
50,000 280.00 5.60 
Drying cost (exhibit D).............. 15,250.00 1.23 
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Less cost of bricks half dried, Oct. 


teens 800,000 $ 4,834.00 
Less bricks spoiled in drying........ 850,000 
Total cost of bricks dried............ 16,000,000 $109,271.00 
Setting cost (exhibit F)............... 27,750.00 
Cost of bricks set in kilns during the 
Add inventories of bricks in kilns, 
Nov. I, 1919: 
Burning cost (exhibit G)............. 144,225.00 
Add work overhead on burned tricks 
Less spoiled and broken bricks sold.. 830,000 2,000.00 
Cost of bricks through and still in 
Deduct inventories, Oct. 31, 1920, in 
kilns: 
Green ...... 100,000 $ 856.50 
Half burned. 250,000 3,274.75 
Burned ..... 100,000 1,868.30 
Cost of bricks removed from kilns... 15,100,000 $293,684.45 
Unloading (exhibit 34,000.00 
Total cost of bricks put in yards..... 15,100,000 $327,684.45 
Add inventory of bricks in yard, Nov. 
55,000 893.75 
Total bricks available for sale....... 15,155,000 $328,578.20 
Less inventory, bricks in yard, Oct. 


14,500,000 $314,364.08 


* $9.068 is the burning cost per M, not including spoilage and work overhead. The 


rate including these items is: 
$19.4493 cost per M of burned bricks removed from kilns 
8.565 cost per M of bricks set in kilns 


10.8843 cost per M of burning good bricks 


75 


$ 6.04 


6.83 
1.73 
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13.099 
18.683 
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21.70006 
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Tue Nationa SHALE Brick Company, INc. Exhibit L 
Profit and Loss Statement 
November 1, 1919, to October 31, 1920 : 
Less allowances on sales.................... 1,500.00 
Deduct 
Cost of bricks sold (exhibit K)................. 314,364.08 
$99,135.92 
Deduct : 
Administrative expense : 
Office supplies and expenses................. $ 2,500.00 
Net profit om operations $82,635.92 
Deduct : 
Financial charges: 
$4,500.00 
The quarry rentals paid in advance at November 
The rentals for the current year were............ $ 6,300.00 
Minimum payable in cash...................000. 4,000.00 
Excess deducted from rentals paid in advance.... 2,300.00 
Balance of rentals paid in advance............... $5,200.00 
The depreciation reserve at November 1, 1919, was $25,000.00 
Credits during the year: 
Mill—pans and machines ................... 500.00 
400.00 
Power-house machinery .................... 1,500,00 
Balance at October 31, 1020..............seeeee $60,650.00 


* Interest has been paid on the bonds for only nine months. If the bonds were 
outstanding the entire year, there is $2,250.00 accrued interest. However, the date of 
issue is unknown. 


Students’ Department 
Tue NATIONAL SHALE Brick Company, INC. Exhibit M 
Balance-sheet 
October 31, 1919 
Assets 
Current assets: 
Accounts receivable ........... 22,000.00 
Inventories : 
Green bricks in dryers— 
800,000 @ $6.04............ $ 4,834.00 
Green bricks in kilns— 
100,000 @ $8.565........... 856.50 
Bricks burning in kilns— 
250,000 @ $13.090.......... 3,274.75 
Burned bricks in kilns— 
100,000 @ $18.683.......... 1,868.30 
Burned bricks in yard— 
655,000 @ $21.70........... 14,214.12 $25,047.67 49,047.67 
Fixed assets: 
Buildings : 
Periodic kilns ...............+ 100,000.00 
Dryer tunnels ................. 10,000.00 
Mill—pans and machines ...... 10,000.00 
Sheds and stables ............. 2,000.00 $327,000.00 
Machinery and equipment : 
Pans and machines ............ $50,000.00 
15,000.00 
Quarry ...... 10,000.00 75,000.00 
Total depreciated assets ......... $402,000.00 
Less reserve for depreciation .. 60,650.00 
Depreciated value ...........-- $341,350.00 
Deferred charges: 
Materials and supplies ......... 1,800.00 
Quarry rentals paid in advance. 5,200.00 
Unexpired insurance .......... 750.00 9,550.00 
$400,947.67 
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Liabilities 
Current liabilities: 
Accounts payable ........... : $19,000.00 
Quarry rental minimum....... 4,000.00 $ 26,500.00 
Fixed liabilities: 
Bonds—first mortgage 6%... .. 150,000.Co 
Capital: 
$100,000.00 
Surplus 
Balance, Nov. I, 1919........ $53,061.75 
Profits for the year (exhibit 
$400,947.67 
Question 2: 


(a) The X Y Z company, established for ten years, has a machinery 
and equipment account which has been increased from year to year as new 
equipment purchases have been made. It appears also that certain renewals 
and repairs have been charged to this account. Each year a credit has been 
made to the account for depreciation, offset by corresponding debit to profit 
and loss account, the ratio of depreciation being adequate. The company 
now disposes of'a part of its plant at a price equal to what was paid for 
it seven years previously and credits the entire amount to machinery and 
equipment account. What adjustments, if any, are needed to correct the 
account? 

(b) The company also has several delivery trucks charged to truck 
account at cost, against which it has set up depreciation at end of each year 
by credit to a separate reserve for depreciation of trucks, debiting the 
amount to profit and loss account. A truck was purchased January 1, 1918, 
for $4,000.00. Depreciation has been provided at 20% per annum. On 
December 31, 1919, it is wrecked by collision; $1,000.00 is obtained from the 
insurance company and $250,000 obtained from salvage. What entries are 
needed to adjust the ledger accounts? 


Answer to Question 2: 

(a) Ordinary renewals and repairs should not have been charged to 
the asset account, and they should be taken out and charged to surplus, 
except those of the current year, which should be charged to profit and loss. 

As the asset account had been credited with depreciation, the balance of 
the account represented the carrying value of the machinery and equipment 
(plus renewals and repairs, which will be taken out). The account should 
have been credited with the carrying value of the portion of the plant sold. 
The entry for the sale should be reversed and an entry made crediting the 
asset account with cost less depreciation and crediting surplus with the 
depreciation written off, not because it was depreciation but because it is 
the difference between carrying value and selling price, and this difference 
is an extraneous profit. While we are adjusting the accounts it would be 
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advisable to take the depreciation credits out of the asset account and set 
them up in a reserve. 


Reserve for depreciation. 1,600.00 

Truck account...... $4,000.00 
To record the wreck of 

a truck costing...... $4,000.00 
250,00 1,250.00 
Partially covered by re- 

1,600.00 


$1,500.00 


Question 3: 


In a certain department of a large dry-goods house the purchases for a 
year were $30,000.00. They were in the first place marked up for “selling”’ 
purposes to $45,000.00. Later additional mark-ups amounting to $2,000.00 
were made and mark-downs were also recorded aggregating $5,000.00. At 
the end of the fiscal period there were found to be on hand goods of the 
marked selling value of $10,000.00. State how you would arrive at their 
inventory value for the purpose of closing the books, and calculate the 
amount. Explain fully. 


Answer to Question 3: 


I should recommend taking a physical inventory for purposes of closing 
the books because the method of approximating cost from the figures given 
is based on averages and will not give accurate results unless the mark-ups 
and mark-downs applied proportionately to all goods purchased and sold. 
The approximate inventory could be computed as follows: 


$42,000.00 + $30,000.00 = 140%, ratio of selling price to cost. 
$10,000.00 +- 140% == $7,142.86, approximate cost. 


* + * * 


Solutions will be continued in the February issue. 
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Bernard H. Arnold, Meyer D. Stern and Bernard Rose announce the 
formation of a partnership under the firm name of Arnold, Stern & Rose 
with offices in the Andrus building, Minneapolis, Minnesota. 


R. S. Stone and Harvey J. Stevenson announce the formation of a part- 
nership under the firm name of Stone & Stevenson with offices in the Secur- 
ity building, Los Angeles, California. 


Curtis F. Scott and G. A. Ruhl announce the formation of a partnership 
under the firm name of Scott & Ruhl, with offices in the Whitney Central 
building, New Orleans, Louisiana. 


Edwin F. Herold announces the opening of an office in La Salle build- 
ing, Broadway and Olive street, St. Louis, Missouri. 


Charles P. Rupp announces the opening of an office at 613 Claus Spreck- 
els building, San Francisco, California. 


Orrin A. Redman announces the removal of his office to 1310 Lake View 
building, Chicago, Illinois. 


Guthrie Hunter & Co., New York, announce that Thomas Heads has be- 
come a member of the firm. 


Frank L. Pollard announces the opening of an office in Granite block, 
Watertown, South Dakota. 


P. Miles Taylor & Co. announce the removal of their office to 49 Wall 
street, New York. 


Theodore Krohn announces the opening of an office at 763 Broad street, 
Newark, New Jersey. 


Stanley W. Park announces the removal of his office to 56 Pine street, 
New York. 


S. J. Levenson announces the opening of an office at 507 Fifth avenue, 
New York. 


Charles Frost announces the opening of an office at 277 Broadway, New 
York. 
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